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In Dixon v. Conmm ssioner, 316 F.3d 1041 (9th Cr.
2003), revg. and remanding T.C Menp. 1999-101, the
Court of Appeals held that the m sconduct of Rs trial
attorney and his supervisor in the trial of the test
cases for the Kersting tax shelter project, in agreeing
wi th counsel for T, one of the test case Ps, to a
secret settlenment of T's deficiencies (not disclosed to
| RS managenent, to this Court, or to counsel for other
test case Ps), was a fraud on the Court. The Court of
Appeal s ordered this Court to sanction R by entering
judgnent in favor of the remaining test case Ps and
other Ps in the Kersting tax shelter group before the
Court on “terms equivalent to those provided in the
[final] settlenent agreenent with [T] and the I RS’
leaving to this Court’s discretion “the fashioning of
such judgnents, which to the extent possible and
practicable, should put these taxpayers in the sane
position as provided in the [T] settlenent”.

R argues that the substance of the T settl enent
was a 20-percent reduction of T s 1979-1981
deficiencies, plus the paynent of T's attorney’s fees.
Ps argue that the T settlenent was, in formand
subst ance, a 62.17-percent reduction of T's 1979-1981
deficiencies, plus other benefits that bring the T
settlenment to a 79.92-percent reduction in the
deficiencies. The parties agree that the T settlenent
al so included cancellation of all additions and
penal ti es, including nonshelter-related additions and
penal ties, and the use of a “burnout” to reduce the
accrual of interest on the remaining deficiencies. Ps
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argue that interest on the deficiencies should not be
charged beyond Dec. 31, 1986, which, in their view,

mar ks the inception of the fraud on the court. R has
conceded that no interest will be charged on the
deficiencies for the period of the appeals to the Ninth
Crcuit comencing in 1992.

Held: The final settlenment of T's 1979-1981
deficiencies anobunts to a 62. 17-percent reduction of
t hose defi ci enci es.

Hel d, further: Two m nor additional benefits
included in the T settlenent bring the reduction
percentage up to 63. 37 percent.

Hel d, further: The T settlenent enconpasses and
requires the vacating of the portion or portions of the
deficiencies determ ned agai nst any Ps that may be
attributable to the “Bauspar” shelter that was al so
pronoted by Kersting and to any ot her issues not
arising fromshelters pronoted by Kersting.

Hel d, further: Interest on the reduced
deficiencies shall not be charged beyond the date in
1992 fixed by R s concession and shall not be stopped
as of any earlier date.
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MEMORANDUM FI NDI NGS OF FACT AND OPI NI O\

BEGHE, Judge: Wth this opinion, the Court hopes to provide

a tenplate for resolution of the nore than 1, 300% renni ni ng cases

2This opinion is issued pursuant to the nandates of the
Court of Appeals for the Ninth Crcuit in D xon V, revg. and
remanding Dixon Il11. Dixon Ill had suppl enmented our Menorandum
Fi ndi ngs of Fact and Opinion in Dixon v. Conm ssioner, T.C Meno.
1991-614 (Dixon I1), vacated and remanded per curiam sub nom
DuFresne v. Conmm ssioner, 26 F.3d 105 (9th Gr. 1994). For the
record, Dixon | is reported as D xon v. Conm ssioner, 90 T.C 237
(1988), holding that petitioners had failed to establish standing
to contest a search of Kersting's office, thereby sustaining the
validity of the deficiency notices generated by the information
di scovered in that search. Dixon IV, reported as D xon v.
Commi ssioner, T.C Meno. 2000-116, provided for awards of
attorney’ s fees under sec. 6673(a)(2) to petitioners in D xon
L1l

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years at issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.

]ln addition to the nore than 1,300 open cases, petitioners
in 52 of the nore than 500 ot her dockets in the Kersting project
in which stipulated decisions were entered, both before and after
di scovery and di scl osure of the m sconduct held by the Court of
Appeals in D xon V to have constituted fraud on the Court, have
filed notions for leave to file notions to vacate their
deci sions. The Court has returned unfiled nunerous other such
noti ons because of procedural defects. Petitioners filing or
attenpting to file such notions have thereby sought to becone
entitled to the benefits of the Thonpson settlenent as mandat ed
by the Court of Appeals in D xon V. Mtions for reconsideration
have been filed in the three dockets addressed in Lew s v.

Comm ssioner, T.C Meno. 2005-205, in which we denied
petitioners’ notions for leave to file notions to vacate
stipul ated decisions in Kersting-rel ated cases.
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of petitioner participants in the second generation* of tax
shelter prograns (the Kersting project) pronoted by Henry F. K
Kersting (Kersting).® During the trial on the nerits of the test
cases used to try to resolve the vast mgjority of the pending
cases in the Kersting project,® respondent’s trial counsel

Kenneth W MWade (McWade) (with the know edge and conni vance of

“'n Pike v. Comm ssioner, 78 T.C. 822 (1982), affd. wi thout
publ i shed opinion 732 F.2d 164 (9th Cr. 1984), this Court
sust ai ned respondent’ s disall owance of all deductions for
interest, |losses, and credits clained by participants in
Kersting's first-generation prograns.

°For additional information about the Kersting project, see
infra Parts |.A. and |.B. Before his death on Mar. 4, 2000,
Kersting and the tax shelter prograns he pronoted were frequently
before the courts. In addition to those cases cited supra notes
2, 3, and 4, see also, e.g., United States v. Kersting, 891 F.2d
1407 (9th G r. 1989) (holding that an I RS summons was enforceabl e
agai nst sone Kersting program participants); Richards v.
Comm ssioner, T.C Meno. 1997-149, Supplenmental Opinion T.C
Meno. 1997-299 (uphol ding Kersting project deficiency notice),
affd. wi thout published opinion 165 F.3d 917 (9th G r. 1998);
Gidley v. Comm ssioner, T.C Meno. 1997-210 (denying
petitioners’ notions for summary judgnment to obtain benefit of
Thonpson settlenment); Kersting v. United States, 206 F.3d 817
(9th Gr. 2000) (pronoter penalties upheld); Kersting v.
Commi ssioner, T.C Menp. 1999-197 (sustaining deficiencies
agai nst Kersting personally); United States v. Kersting, 77 AFTR
96- 1717 (Bankr. D. Haw. 1996) (denying Kersting bankruptcy
di scharge).

6l n 1986, counsel for the parties in the Kersting-rel ated
cases agreed to a test case procedure, under which a few typica
cases are selected as test cases, while the petitioners whose
cases are not selected as test cases are encouraged to execute a
“pi ggyback” agreenent, i.e., a stipulation to be bound by the
outcone of the test cases. The majority of petitioners in the
Kersting-rel ated cases executed pi ggyback agreenents. See the
di scussion in Gidley v. Conm ssioner, supra note 5.




hi s supervisor, Honolulu District Counsel WIlliamA. Sins
(Sins)), entered into secret settlements wth Luis DeCastro
(DeCastro), counsel for test case petitioners John R and Maydee
Thonpson (the Thonpsons). The financial terns of the final
settlement were nuch nore advantageous to the Thonpsons than the
settlenments generally nade available to other petitioner
participants in the Kersting project.’” The final settlenent with
t he Thonpsons was i ntended to provide refunds of tax and interest
paid by the Thonpsons under a prior settlenent, plus interest

t hereon, that were to be used--and the bul k of the refunds was
used--to pay DeCastro’s fees for providing the appearance of his
i ndependent representation of the Thonpsons at the trial of the
test cases. After this Court upheld respondent’s determ nations
and entered decisions in favor of respondent in all the test

cases, see Dixon v. Conmmi ssioner, T.C Meno. 1991-614 (Dixon I1),

respondent’ s seni or managenent di scovered the settlenents, noved
this Court to vacate the decisions (including the decisions in

t he Thonpsons’ cases) that had not already been appealed to the

‘One nontest case petitioner, Denis Al exander, in exchange
for his acting as a wtness and serving as an undecl ared
consultant to Mc\Wade during the original trial of the test cases,
as described in Dixon Il at Findings of Fact V.B. and VI.F.
received a settlenment even nore favorable than that afforded the
Thompsons. Al though the Court of Appeals in D xon V noted
Al exander’s settlenment, the Court of Appeals did not rely on or
refer to that settlenment in fornulating the sanction to be
i nposed by its nmandates.
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Court of Appeals for the Ninth Crcuit, and requested an
evidentiary hearing. After vacating the decisions, the Court
denied the notion for evidentiary hearing, entered decisions for
t he Thonpsons in accordance with their final settlenent, and
reentered or allowed to stand its decisions in the other test
cases. The Court thereafter denied notions by test case and

nont est case petitioners to intervene in the Thonpsons' cases
shortly before the new decisions in those cases becane final. 1In

DuFresne v. Conmm ssioner, 26 F.3d 105 (9th Cr. 1994) (hereafter

DuFresne), the Court of Appeals for the Ninth Grcuit vacated the
deci si ons agai nst the other test case petitioners on the ground
that the m sconduct of Sinms and McWade required further inquiry.
The Court of Appeals directed this Court to hold an evidentiary
hearing to determ ne: “whether the extent of m sconduct rises to
the level of a structural defect voiding the judgnent as
fundanmental ly unfair, or whether, despite the governnent’s
m sconduct, the judgnent can be upheld as harm ess error.” 1d.
at 108.

This Court conducted the evidentiary hearing directed by the
Court of Appeals and held that the m sconduct of the Governnment
attorneys did not create a structural defect but rather resulted

in harnl ess error. See Dixon v. Conmi ssioner, T.C Meno. 1999-

101 (Dixon I11). W inposed sanctions agai nst respondent in the

formof relief fromthe accrual of interest on additions to tax
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for negligence as well as relief fromadditional interest under
section 6621(d)/(c) (hereafter, section 6621(c)).8

The other test case petitioners again appealed. The Court
of Appeals for the Ninth Circuit reversed and remanded our

decisions in those test cases in D xon v. Comm ssioner, 316 F. 3d

1041 (9th Gr. 2003), as anended on March 18, 2003 (D xon V).
The Court of Appeals held that the m sconduct of respondent’s
counsel constituted a fraud on the court and directed this Court
to enter decisions “in favor of Appellants and all other
t axpayers properly before this Court on terns equivalent to those
provided in the settlenent agreenent with Thonpson and the IRS.”
Id. at 1047. In this opinion, we determne the terns of the
Thonpson settlenent and their application to the Kersting project
partici pants before the Court.
FI NDI NGS OF FACT

The parties have filed a stipulation of facts for
evidentiary hearing on Septenber 20, 2004; a first suppl enental
stipulation of facts for evidentiary hearing on Septenber 20,
2004; a second supplenental stipulation of facts for evidentiary

heari ng on Novenber 22, 2004; a third supplenmental stipulation of

8Sec. 6621(d) was redesignated sec. 6621(c) by the Tax
Ref orm Act of 1986 (TRA), Pub. L. 99-514, sec. 1511(c)(1)(A-(0O),
100 Stat. 2744, and repealed by sec. 7721(b) of the Omi bus
Budget Reconciliation Act of 1989, Pub. L. 101-239, 103 Stat.
2399.
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facts for evidentiary hearing on March 29, 2005; a fourth

suppl enental stipulation of facts, filed on June 17, 2005, and a
stipulation of settled issues, filed on June 22, 2005. The facts
stipulated therein are so found. The stipulation of facts and
the attached exhibits are incorporated herein by this reference.
The parties have further stipulated that, for purposes of the
present opinion, the Court may incorporate its findings of fact
as stated in earlier proceedings unless such facts are

i nconsistent wwth the opinion of the Court of Appeals in D xon V
or are inconsistent wwth facts stipulated or proven in
proceedi ngs held after the issuance of D xon V.

| . The Kersting Tax Shelters

A. Backagr ound

All the cases before the Court concern proposed
deficiencies, additions to tax, and interest that related to
petitioners’ participation in tax shelter prograns pronoted by
Kersting. All the prograns involved both “primry” | oans and
notes and “l everage” |oans and notes with corporations organi zed
by Kersting that have been held to be his alter egos. See

Kersting v. Comm ssioner, T.C. Menp. 1999-197. These notes

sonetimes bore dates that were I ong before the date on which the
docunents were actually executed and even before the date on
whi ch the participant informed Kersting he was ready to

participate in a particular program Kersting advised
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participants in his progranms that the prograns created |legitinate
investnments that would entitle participants to interest
deductions that they should claimon their individual tax
returns.

B. Respondent’s Kersting Project

1. | n Gener al

Kersting' s pronotion of his tax shelter prograns had
attracted the attention of the Internal Revenue Service (IRS)
which instituted a tax shelter project known as the Kersting
project.® In furtherance of that project, respondent sent
deficiency notices to nore than 1,800 taxpayers who had
participated in the Kersting prograns.

The I RS established the Kersting project in its Honol ulu
Appeals Ofice. 1In any given tax shelter project, a project
Appeal s officer typically works with a project attorney fromthe

District Counsel’s Ofice. 1In the Kersting project, MWade, from

Tax shelter projects were initiated to deal with the large
vol ume of cases generated by tax shelter exam nations during the
|ate 1970s and the early 1980s. Anong the responses of the IRS
and the Tax Court were the devel opnent of procedures, including
tax shelter projects, that were intended to streamine the
litigation process, econom ze on the use of admnistrative and
judicial resources, and reduce the costs incurred by taxpayers in
resol ving di sputes over tax shelter adjustnments. The IRS, Ofice
of Chief Counsel, created the Tax Shelter Branch in the National
Ofice to oversee tax shelter litigation across the country and
to organi ze individual tax shelter projects. The projects
general ly focused upon a specific type of tax shelter, such as
t hose pronoted by Kersting that constituted the Kersting project.
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the Honolulu District Counsel’s Ofice, served as the project
attor ney.

Once a tax shelter project is assigned to a particular
District Counsel’s Ofice, that D strict Counsel has the
authority to settle any individual case in the project. The
District Counsel generally is expected to adhere to the official
project settlenent offer. Nevertheless, the District Counsel has
the authority in special circunstances to settle individual tax
shelter project cases on a basis different fromthe project
settlenment offer.

2. Bauspar

One Kersting programthat was not part of respondent’s
Kersting project was known as Bauspar. Kersting had pronoted the
Bauspar program as a conbination savings and | ow i nterest
nortgage plan. Wile the precise manner in which the Bauspar
program operated for each participant remains uncertain, the
total amount of honme nortgage interest deducted by Bauspar
partici pants appears to have been overstated.

Respondent’s officials believed that there were relatively
few participants in the Bauspar program that there was no easy
way to identify participants in the Bauspar programfroma review
of their inconme tax returns, and that an investigation of Bauspar
deduction claimants woul d not be cost effective. Accordingly,

respondent ultimately decided not to systematically pursue
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Bauspar participants through the Kersting project. Respondent’s

identification of Bauspar participants appears instead to have

been a “hit or m ss” proposition; although respondent has

di sal | oned sone Bauspar deductions clainmed by a few Kersting

project petitioners, those disallowances have been sporadic.
Because t he Bauspar program was not included in respondent’s

Kersting project, we refer to interest deductions claimed under

t he Bauspar program as Bauspar deductions rather than Kersting

deducti ons.

C. Respondent’s Project Settlenent Ofer

Bet ween 1982 and 1988, respondent had in effect an official
settlenment offer for the Kersting project. 1In general, the offer
permtted participants in the Kersting prograns to resolve their
cases by agreeing to pay incone tax deficiencies that averaged 7
percent |ess than those determned in their deficiency notices.
The offer also rel eased participants fromnegligence additions
and increased interest.

By Septenber 1986, respondent’s counsel had agreed to nodify
the 7-percent reduction settlenent offer to incorporate a new
feature, called the “burnout”, that would apply in cases
i nvol ving nore than one taxable year. Under this procedure, the
interest on a taxpayer’s total unpaid deficiencies for the first
and second years of tax liability would not begin to accrue until

the return due date for the second year. The burnout thus
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post poned for a year the accrual of interest on the first year’s
deficiency, thereby reducing the total interest that accrued on
the deficiencies. This was acconplished by zeroing out the
taxpayer’s agreed deficiency for the first year and adding it to
the agreed deficiency for the second year.

1. The Thompsons' Participation in the Kersting
Tax Shelters

A. The Thompsons' Tax Returns

1. Prepetition Years--1977 and 1978

Al t hough the Thonpsons participated in one of Kersting's
progranms during 1977, they did not claimany Kersting-rel ated
i nterest deductions on their incone tax return for that year,
because their accountant refused to claimthose deductions on the
return.

The record suggests the Thonpsons first clained Kersting
deductions on their 1978 tax return, which was prepared by an
account ant recommended by Kersting.

2. Years Before the Court

1979
The Thonpsons filed their 1979 tax return, pursuant to an
extension, on May 29, 1980. The Thonpsons reported Kersting

deducti ons of $39,477 on that return.



The Thonpsons received an extension of tine to file their
1980 tax return until June 15, 1981. On that return (received by
the RS on June 19, 1981), the Thonpsons reported Kersting
deductions of $72, 840.

1981

The Thonpsons late filed their 1981 tax return on July 19,
1982, reporting Kersting deductions of $80, 782 as investnent
i nterest expense. The Kersting deductions clainmed on that return
were the principal factor in reducing the Thonpsons’ adjusted
gross income of $113,711 to taxable income of $18, 685--a
reduction of $95,026. The Thonpsons al so reported $8, 000 of hone
nortgage i nterest expense that was probably attributable to the
Bauspar program in which the Thonpsons began participating in
April 1981.

3. Years Foll owi ng Those Before the Court

1982
The Thonpsons filed their 1982 tax return on May 6, 1983.1°
On that return, the Thonpsons reported Kersting (and probably
Bauspar) deductions sufficient to reduce their adjusted gross

i ncone of $99,364 to taxable incone of $4,336--a reduction of

By COct ober 1982, M. Thonpson had retired as a pilot with
Continental Airlines.
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$95,028. Neither petitioners nor respondent have been able to
| ocate a copy of the Thonpsons’ 1982 tax return. The 3-year
period of limtations under section 6501 expired with no action
by respondent concerning the Thonpsons’ 1982 tax return.
1983
The I RS received the Thonpsons’ 1983 incone tax return on
July 2, 1984. The Thonpsons reported no tax liability on that
return; they also reported Kersting interest expense deductions
of $67,620 as well as Bauspar deducti ons.
1984
Respondent received the Thonpsons’ 1984 incone tax return in
April 1985. On that return, the Thonpsons cl ai med Kersting
i nterest expense deductions fromtw Kersting prograns: “Mhai 0’
(Mahal 0), in the anount of $4,320, and Federated Fi nance, in the
anount of $3,420. The nortgage interest deduction included in
the return also included interest paid pursuant to the Bauspar
program The Thonpsons paid $2,269 as tax shown on the return to
be ow ng.
1985
On their 1985 income tax return, the Thonpsons reported
item zed deductions of $37,932 and reported adjusted gross incone
of $22,507, resulting in zero taxable income. Although the

Thonpsons did not claimany Kersting deductions on the return,
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they overstated their nortgage interest expense as a result of
their participation in the Bauspar program

B. Exanm nati on of the Thonpsons' 1978-1981 Returns

The Thonpsons experienced audit problens with their 1978 tax
return that were due, in part, to their failure to attach to the
return a Form W2, Wage and Tax Statenent, show ng the anount of
income tax that Continental Airlines had withheld from M.
Thonpson’s wages. In early to md-1986, the Thonpsons’ persona
counsel, Sanuel M Huestis (Huestis), negotiated a settlenent of
their incone tax liability for 1978. The record does not
di sclose the terns of that settlenment.

On May 5, 1983, the Los Angeles District Director issued a
statutory notice of deficiency with respect to the Thonpsons’
1979 taxabl e year, disallow ng Kersting deductions of $39,477 and
determning a deficiency in tax of $18,161. The notice of
deficiency al so determi ned a negligence addition of $908 under
section 6653(a). On July 11, 1983, the Thonpsons filed a pro se
petition in this Court seeking a redeterm nation of the
deficiency and addition.

On June 13, 1984, the Honolulu District Director issued a
statutory notice of deficiency with respect to the Thonpsons’
1980 taxabl e year, disallow ng Kersting deductions of $72,840 and

determning a deficiency in tax of $24,838. On Septenber 4,
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1984, the Thonpsons filed a pro se petition in this Court seeking
a redetermnation of the asserted deficiency.

On March 1, 1985, Kersting sent a letter to Kersting program
participants stating that he had retained attorney Brian Seery
(Seery) to represent themin the Tax Court at no charge to
i ndi vi dual petitioners. The letter requested that each Kersting
program partici pant provide witten authorization for Seery’s
representation. Seery’'s conpensation for |egal services
rendered to Kersting program participants was al ways paid by one
of Kersting' s alter ego corporations. On March 20, 1985, Seery
ent ered appearances for the Thonpsons in their Tax Court cases
for their 1979 and 1980 taxable years. He also entered his
appear ance for hundreds of other taxpayers.

On May 31, 1985, the Los Angeles District Director issued a
statutory notice of deficiency with respect to the Thonpsons’
1981 taxabl e year, disallow ng clainmed Kersting deductions of
$80, 782 and determ ning a deficiency in tax of $36,294.52. The
notice of deficiency also determ ned negligence additions agai nst
t he Thonpsons under section 6653(a)(1) and (2), a late filing
addi tion under section 6651(a)(1), and increased interest under

section 6621(c). Respondent did not disallowthe $8,000 cl ai nmed

U'n a letter to program participants dated Aug. 11, 1986,
Kersting reconmended that program participants not attenpt to
resolve their cases on their own and instead rely on counsel he
had hired.
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as hone nortgage interest that was probably attributable to the
Bauspar program On August 13, 1985, the Thonpsons filed a pro
se petition in this Court seeking a redeterm nation of the
asserted deficiency, additions, and increased interest for
1981. 12

The Thonpsons thus had three of their taxable years before
the Court in three docketed cases. Respondent’s determ nations
of the Thonpsons’ Federal incone tax deficiencies and additions
for their taxable years 1979-1981 were as foll ows:

Additions to tax

Sec. Sec. Sec. Sec.
Year Deficiency 6651(a) 6653(a) 6653(a) (1) 6653(a)(2)

1979 $18, 161 --- $908 --- ---
1980 24,838 --- --- --- ---
1981 36, 295 $4,934 --- $1, 958 50% of the
i nt erest due
on the
defi ci ency
Tot al 79, 294 4,934 908 1, 958 ---

Respondent al so determ ned that the Thonpsons were |iable for
increased interest for 1981 pursuant to section 6621(c).

On Novenber 21, 1985, the Chief Judge of this Court assigned
all the Kersting project cases to Judge WIlliam A GCoffe (Judge
CGoffe) for trial or other disposition. Subsequent Kersting

proj ect cases were automatically assigned to Judge Coffe.

12The Thonpsons apparently filed their petition for their
1981 taxabl e year pro se, even after Seery had entered his
appearance in the earlier cases.
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[11. The Test Case Litigation and the Thonpson Settl enents

A. Sel ection of the Test Cases

McWade and Seery planned to use the test case procedure to
di spose of the cases of the Kersting program petitioners who
w shed to contest the deficiencies determ ned agai nst them by
respondent. Most of these petitioners entered into stipulations
of settlenent for tax shelter adjustnents, also called “piggyback
agreenents”. Respondent and petitioners who entered into
pi ggyback agreenents thereby agreed to be bound by the results in
the selected test cases. On June 10, 1986, McWade and Seery
provi ded the nanmes of the test case petitioners they had sel ected
to Judge Coffe.

Seery and McWade had agreed to the selection of test cases
in 14 dockets of seven married couples who had filed joint
returns and one individual who had not filed jointly. Anong the
coupl es selected to be test case petitioners were the Thonpsons,
John R and E. Maria Cravens (the Cravenses), and Richard and
Fi orel |l a Hongsernei er (the Hongserneiers).

Seery particularly sought to include the Cravenses as test
case petitioners because they treated their paynents to Kersting
as basis reductions that resulted in capital gain upon the

termnation of their interests in the prograns. The Cravenses
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| ater decided to proceed without counsel and to settle their
cases. 3

Seery al so sel ected the Hongserneiers as test case
petitioners because he m stakenly believed that they had used
their own funds, rather than “nontaxabl e distributions” from
Kersting corporations, to repay | oans to other Kersting
corporations. The Hongserneiers’ 1978-1980 taxable years were
before the Court; respondent had failed to audit their 1981 and
1982 taxabl e years.

There is no clear indication whether it was Seery or MWde
who originally proposed the participation of the Thonpsons. As
not ed, the Thonpsons’ 1979-1981 taxable years were before the
Court. Respondent had failed to audit their 1982 taxable year.

B. Deterioration of the Thonpson-Kersting
Rel ati onship

Around the tinme Seery and McWade sel ected the test cases,
the rel ationship between the Thonpsons and Kersting deteriorated.
Earlier in 1986, the Thonpsons’ personal counsel, Huestis, had
asked Kersting for an accounting of the Thonpsons’ participation
in the Kersting prograns. Huestis's request led to a dispute
bet ween the Thonpsons and Kersting. On June 23, 1986, the
Thonpsons retai ned John Chanin, a Honolulu attorney, to help them

in their dispute with Kersting. 1In a letter dated August 23,

13See infra note 23.
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1986, Kersting infornmed the Thonpsons he had turned their file
over to his own attorney for collection and further stated:
The day after you have allowed your attorneys to file
suit | wll declare all notes which you have executed
to our conpanies in default and begin collection

proceedings. * * * The aggregate sumis well in
excess of $250, 000. 00, as you know.

* * * * * * *

We will NOT provide | egal assistance free of cost to

you any longer in US Tax Court proceedings. You wll

have to retain your own attorney to nmake an appearance

for you on February 9/1987 in US Tax Court.

By letter dated August 24, 1986, Kersting notified Seery
that he expected to be in litigation with the Thonpsons and
directed Seery not to “render any services, at our expense” to
the Thonpsons. On Septenber 10, 1986, Huestis wote to Seery,
noti fying himthat the Thonpsons were seeking substitute counsel
and requesting their files. On Septenber 15, 1986, Seery sent
t he Thonpson files to Huestis and infornmed himthat the Thonpsons
were test case petitioners. Seery indicated that he was
wi t hdrawi ng as the Thonpsons’ counsel .

On Cctober 28, 1986, Huestis again wote to Seery to express
di ssatisfaction with the sufficiency of the Thonpsons’ files and
to warn Seery that his earlier representation of the Thonpsons,
whil e he was al so apparently representing Kersting, could be

viewed as a conflict of interest and lead to an action for

“prof essional negligence”. On October 31, 1986, Seery filed
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nmotions to withdraw as counsel in the Thonpsons’ cases, which the
Court granted.

In ruling on a subsequent notion, Judge CGoffe observed that
there could be a conflict of interest if Seery represented both
petitioners and Kersting. Seery subsequently filed notions to
w t hdraw as counsel in the Kersting project cases (both test
cases and nontest cases), citing concerns about a possible
conflict of interest. The Court granted Seery’s notions in
Novenber 1986.

C. The Thompsons Engage DeCastro, Who Settles
Their Cases

On or about Novenber 15, 1986, the Thonpsons retai ned
attorney Luis DeCastro (DeCastro), who was also a certified
public accountant, to settle their Kersting tax issues. M.
Thonmpson retained DeCastro to resolve all the Thonpsons’ Kersting
tax years, not only the 1979-1981 years docketed in the Tax
Court. The Thonpsons provided DeCastro with tax records for al
those years. The retai ner agreenent between the Thonpsons and
DeCastro provided for a $5,000 fee, which covered only efforts to
negotiate a settlenent; it did not cover preparation for and
conduct of a trial. None of the other petitioners in the
Kersting project, whether test case petitioners or piggybackers,
incurred any attorney’'s fees in connection with the preparation

and trial of the test cases. Kersting paid all such fees.
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Meanwhil e, in the wake of Seery’s w thdrawal, Kersting
engaged attorneys Robert J. Chicoine (Chicoine) and Darrell D,
Hal l ett (Hallett) to represent the test case petitioners (other
than the Thonpsons and the Cravenses) at the Tax Court’s trial
session in Maui, Hawaii, which had been schedul ed to commence
February 9, 1987. Chicoine and Hallett agreed to do so with the
under st andi ng that they woul d not represent Kersting. In late
1986, Chicoine and Hallett apparently indicated to McWade and
Sinms that they intended to challenge the adm ssibility of
evi dence that had been seized in the January 1981 search of
Kersting's office that becane the subject of this Court’s opinion

in Dixon v. Comm ssioner, 90 T.C. 237 (1988) (Dixon I). See

supra note 2. About the sane tinme, McWade and Sins began to
of fer 20-percent reduction settlenents that were based on the
sane general approach as their nodified 7-percent reduction
settlenment offer that included the burnout feature.

I n Decenber 1986, DeCastro traveled to Hawaii on behal f of
t he Thonpsons and a nunber of other clients who had parti ci pated
in the Kersting shelters. There DeCastro, acconpanied by Gary
Pol tash (Poltash), the Thonpsons’ new accountant, who was not
associ ated with Kersting, began settlenent discussions with
McWade. Their initial agreenment called for a reduction in the
Thonpsons’ 1979- 1981 deficiencies of approximtely 18.8 percent.

The settlenent also provided for the elimnation of all additions
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to tax and for the elimnation of the increased interest rate
under section 6621(c) for 1981. The burnout would al so apply so
as to conbine the agreed deficiencies for the years 1979 and 1980
in the year 1980. During this trip, DeCastro and McWade al so

di scussed t he Bauspar programin which the Thonpsons were

i nvol ved.

On Decenber 23, 1986, McWade signed and sent DeCastro
stipul at ed deci sion docunents in the Thonpsons’ cases. The
transmttal letter stated that:

As previously indicated, the Decision docunents

in John R and Maydee Thonpson will not be filed with
the Court until the Decision becones final in the test

cases. In the interim the Thonpsons can nmeke an
advance paynent, as discussed at our conference, and
stop the accrual of any additional liability for

i nterest.

On Decenber 30, 1986, DeCastro signed and returned to McWade t he
execut ed deci si on docunents agreeing to the reduced defici encies.
Nei t her McWade nor Sins communi cated the terns or existence of
t he Thonpsons’ settlenent to their superiors.

The result of the pending settlenent upon the Thonpsons’ tax

liabilities would have been as foll ows:

| ncone Det er m ned Pr oposed Per cent age
Year Adj ust nent Defi ci ency Settl enent Reducti on
1979 $39, 477 $18, 161 ---
1980 72, 840 24,838 $34, 425
Tot al 42,999 34, 425 20
1981 80, 782 36, 295 30, 000 17

Al'l years total 79, 294 64, 425 18.8



DeCastro, Poltash, and McWade had al so agreed that the
Thonmpsons woul d be able to deduct the interest payable on the
deficiencies agreed to under the settlenment by prepaying such
i nterest by Decenber 31, 1986.1* As of Decenber 31, 1986, the
accrued interest on the Thonpsons’ newly settled deficiencies was
$35,275.81 for 1980, and $24, 270.62 for 1981--a total of
$59, 546. 43, which the parties rounded to $59, 545. Accordingly,

t he deci sion docunents returned to McWade by DeCastro stated:

“By separate cover you will also be receiving a check in the
amount of $59, 545 representing interest on the tax deficiencies
reflected in the decision docunents.” Wth a |letter dated
Decenber 30, 1986, M. Thonpson sent MWade two checks: check
No. 54 for $34,000, and check No. 242 for $25,545, for a total of
$59,545. M. Thonpson's letter stated: “lI amat the present
time doing the necessary procedures to take care of the bal ance.”

At McWade' s direction, |IRS personnel in Honolulu prepared
paynment posting vouchers (Form 3244) allocating the Thonpsons’

prepaynent of $59, 545 between the 2 years before the Court,

¥The Internal Revenue Code was anended in 1986 to add a new
sec. 163(h) that repeal ed the deduction for “personal interest”.
See TRA sec. 511(b), 100 Stat. 2246. Under the new sec. 163(h),
1986 was the |ast taxable year in which taxpayers coul d deduct
100 percent of such personal interest. TRA sec. 511(e), 100
Stat. 2249. For 1987, only 65 percent of personal interest was
deducti bl e, and the deduction for personal interest was phased
out entirely by the end of 1989. Sec. 163(h)(6).
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i ndi cating designated interest for 1980 in the amount of

$35, 275. 78 and designated interest in the anount of $24,269.22
for 1981. The entire anmobunt of check No. 242 ($25,545) and

$9, 730. 78 from check No. 54 was applied to 1980; the renai nder of
check No. 54 ($24, 269.22) was applied to 1981. The Thonpsons’
$34, 000 check (check No. 54) was subsequently dishonored. This
was reflected as a debit for the Thonpsons’ accounts for 1980 and
1981. In February 1987, the Thonpsons nade a repl acenent paynment
of $34, 340, representing the anmount of the dishonored check plus
a 1l-percent bad check penalty. The replacenent paynent was
restored as a credit as of Decenber 31, 1986.

The Thonpsons were the only test case petitioners for whom
the I RS processed a prepaynent of interest without receiving a
concurrent “advance paynent on deficiency” to which the interest
was attri butabl e.

In January 1987, Chicoine and Hallett filed notions in this
Court seeking to suppress the evidence that had been seized in
the raids on Kersting's office and to shift to respondent the
burden of proof and burden of going forward with evidence. The
Chi coine and Hallett notions in effect turned the February 1987
Maui trial session into a hearing on the notions and resulted in
a continuation of the trial of the test cases.

On March 13, 1987, McWade sent DeCastro a revised decision

docunent for the Thonpsons’ 1980 taxable year, making a m nor
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change that reduced the deficiency for that year from $34,425 to
$33,000. MWade |l ater explained: “It nust have been
m sconputed sonmething.” Wth this nodification of the
settlenment, the Thonpsons’ aggregate deficiencies for 1979-1981
were reduced by 20.55 percent of the deficiencies originally
determ ned by respondent (i.e., from $79,294 to $63, 000).

On June 15, 1987, DeCastro sent a $63,000 cashier’s check
“in partial paynent of the total anpbunt due” to the Internal
Revenue Service Center in Fresno on behalf of the Thonpsons.
Respondent received the paynent of $63,000 on June 17, 1987, and
credited it to the Thonpsons’ 1979 account as an advance paynent,
| ess offset of a credit of $775 that was applied to their 1988
tax year. Accordingly, by June 1987, the Thonpsons’ paynents to
the IRS with respect to the taxable years 1979-1981 total ed
$121, 770 ($62, 225 as an advance paynment of tax, and $59, 545 as
interest).

D. | RS Activity Regardi ng the Thonpsons’
1983-85 Returns

In the neantine, an enpl oyee of respondent at the Fresno
Service Center in California (wwth initials A A K ) prepared a
statutory notice of deficiency (subsequently dated March 17
1987) disallow ng $67, 620 of Kersting deductions claimed on the
Thonpsons’ 1983 incone tax return. Because the Thonpsons had

little taxable inconme that year, the first whole year of M.
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Thonpson’s retirenent, the deficiency resulting fromthis

di sal | onance was only $980. There is sonme indication that the
notice of deficiency was mailed and that it caused an inquiry.

An internal docunent of the IRS (Form 4700) reflects a
handwitten entry dated May 8, 1987: “No reason to change
determ nation — refiling case.” Nevertheless, no petition for

t he Thonpsons’ 1983 taxable year was filed in this Court, and the
deficiency was never assessed or coll ected.

On Cctober 6, 1987, Revenue Agent Carol yn Speers (Speers),
based in San Jose, California, audited the Thonpsons’ 1984 incone
tax return and noted $7, 740 of Kersting deductions clainmed on the
return. On that date, she wote the Thonpsons a |l etter proposing
to di spose of the Kersting issue identified on the return
consistent with respondent’s general 7-percent reduction
settlenment proposal. |In her letter, Speers also requested
addi tional information regarding the Thonpsons’ participation in
the Kersting tax shelter prograns, including a request for a copy
of the Thonpsons’ 1985 incone tax return.

Speers did not receive a response fromthe Thonpsons to her
Cctober 6, 1987 letter nor to a followp letter dated Novenber
17, 1987. On Novenber 27, 1987, M. Thonpson called Speers to
report that he had forwarded her request to DeCastro.

On Decenber 23, 1987, DeCastro sent Speers an executed copy

of the 7-percent reduction settlenent agreenent for 1984, al ong
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with a power of attorney executed by the Thonpsons for the
t axabl e years 1984 and 1985, and a Form 872-A, Special Consent to
Extend the Tinme to Assess Tax. Because DeCastro did not include
the requested additional information or a copy of the Thonpsons’
1985 return, Speers declined to proceed on the basis of the 7-
percent reduction settlement. Instead, by letter to DeCastro
dated January 12, 1988, Speers proposed to di spose of the
Thonpsons’ 1984 year by disallow ng the clained Kersting interest
expense deductions in their entirety. She again requested a copy
of the Thonpsons’ 1985 return “to verify that interest from
Kersting was not deducted in this year.”

Begi nni ng Cctober 6, 1987, and continuing through
February 24, 1988, Speers docunented (in her case history
wor ksheet) tel ephone or witten contact in the course of her
exam nation of the Thonpsons’ 1984 incone tax return with the
Thonmpsons, DeCastro, Philip Hoskins (of DeCastro’s firn), and an
accountant nanmed “Rick.” Speers’s case history worksheet
reflects no contacts with McWade, Sins, or any other of
respondent’s counsel .

By |etter dated February 22, 1988, DeCastro agreed to a
conpl ete disall owance of the $7, 740 of Kersting deductions
cl aimed by the Thonpsons for 1984 and the resulting deficiency of

$1,863. The Thonpsons paid the deficiency and interest; by
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virtue of this disposition of the matter, respondent issued no
notice of deficiency to the Thonpsons for 1984.

On March 4, 1988, DeCastro sent Speers a copy of the
Thonpsons’ 1985 incone tax return. As noted above, the
Thonpsons’ 1985 inconme tax return did not reflect any Kersting
deductions (although it did include Bauspar deductions). 1In a
| etter dated March 25, 1988, Speers notified the Thonpsons that
she “was able to verify that interest fromthe Kersting project
was not deducted” on that return. Respondent issued no notice of
deficiency to the Thonpsons for 1985.

E. The Reporting and Resol ution of the Thonpsons’
Deficiency Interest Paynents for 1986 and 1987

The Thonpsons cl aimed their $59, 545 interest paynents to the
| RS as an item zed interest deduction on Schedule A - Item zed
Deductions of their 1986 incone tax return. However, because
their adjusted gross incone for that year was relatively low, the
Thonpsons were able to use only $16, 251 of the $59, 545 deducti on.
The Thonpsons did not claimany Kersting or Bauspar deductions on
their 1986 return.

Pol t ash prepared the Thonpsons’ 1987 incone tax return. On
that return, the Thonpsons deducted $27,914 as interest paid to
the IRS. That figure represents 65 percent of $42,945. See
supra note 14. Apparently, the Thonpsons were attenpting to

carry over the unused portion of the interest deduction of
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$59, 545 fromtheir 1986 taxable year.! The Thonpsons did not
claimany Kersting or Bauspar deductions on their 1987 return.
Poltash did not discuss the preparation of the Thonpsons’ 1986 or
1987 returns with MWade or Sins.

Revenue Agent Speers exam ned the Thonpsons’ 1986 incone tax
return. She asked about the $59,545 interest deduction in
letters to the Thonpsons dated February 26 and March 25, 1988.

In a tel ephone conversation with Speers on May 23, 1988, M.
Thonpson expl ai ned the $59, 545 interest expense deduction to her
satisfaction. Speers closed the exam nation of the Thonpsons’
1986 return w thout making any adjustnments to the return. Her
exam nation wor kpapers reflect her notation that “TP paid | arge
interest to I RS on Schedule A--verified per transcripts.”

In June 1989 a revenue agent!® screened the Thonpsons’ 1987
income tax return for Kersting deductions. The return bears a
stanp stating “lnconme Tax Survey After Assignnent”, neaning that

t he agent saw not hi ng obvi ous for exam nation and returned the

5AI t hough Pol tash clainmed to | ack any recollection of his
attenpt to claimthe interest deduction, he conceded the $42, 945
anount m ght have represented an attenpt to claimfor 1987 the
portion of the $59,545 claimed on the 1986 return that produced
no tax benefit to the Thonpsons. W note a slight discrepancy
bet ween t he amount of the deduction actually used on the
Thonpsons’ 1986 return ($16,251) and the figure underlying the
$42,945 “carryover” for 1987 ($59,545 - $42,945 = $16, 600).

¥The signature of the exam ning agent is difficult to
deci pher; it appears to be “Art (or Pat) Taylor.”
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1987 return to files wthout examning it or transmtting it for
exam nati on

F. The Thompson Settl enent Revised as Trial Approaches

Al t hough Chicoine and Hallett ultimately recommended t hat
their test case clients accept respondent’s 20-percent settl enent
of fer, Kersting disagreed and replaced Chicoine and Hallett with
attorney Joe Alfred lzen, Jr. (lzen) in April 1988. Counsel on
both sides began to prepare for trial, which was schedul ed for
January 1989 in Honol ulu, Hawaii.

In an order dated August 30, 1988, the Court granted
McWade’ s notion to depose Kersting. |In October 1988, while in
Honol ul u for the Kersting deposition, DeCastro net McWade to
di scuss the Thonpson cases. DeCastro told McWade he wanted to
wi t hdraw t he Thonpsons fromthe test case trial. DeCastro's
reason for wthdrawi ng the Thonpsons was to avoid their having to
pay the fees and expenses of the trial and to enable themto take
the settlenment they had already agreed to. MWade wanted to keep
M. Thonpson as a party to the trial because he was a test case
petitioner who was represented by an attorney, DeCastro, who had
not been hired and paid by Kersting. Fromrespondent’s
standpoint, there was also a benefit to having, as a party
W tness, a participant in the Kersting programwho was feudi ng

wi th Kersting and could be expected to testify against him
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Recal ling the withdrawal of Seery, Sinms was concerned by the
potential conflict of interest fromKersting s paying the fees of
the attorney representing the test case petitioners.

Accordingly, he wanted to keep DeCastro in the trial of the test
cases as an i ndependent attorney, paid by the taxpayer, to
provi de an apparent safeguard against the trial appearing to be
slanted toward protecting the pronoter’s (as opposed to
petitioners’) interest.

McWade and DeCastro al so apparently discussed the status of
an outstandi ng Federal tax lien on the Thonpsons’ house
(unrelated to their participation in Kersting shelters), which
the IRS had yet to renove nore than a year after the Thonpsons
had satisfied the underlying liability.? On Novermber 22, 1988,
respondent issued a certificate of release with respect to the
Federal tax lien on the Thonpsons’ house.

Shortly before trial of the test cases in this Court in
January 1989, McWade and DeCastro reached an oral agreenent (the
new agreenent) calling for reduced anobunts of agreed deficiencies
for 1979-1981 of zero, $15,000, and $15, 000, respectively. The
pur pose of the reductions was to conpensate the Thonpsons for the

cost of having an attorney represent themat the trial of the

YUnder sec. 6325(a)(1l), the IRS was required to rel ease the
lien not later than Oct. 7, 1987, 30 days after the liability had
been sati sfi ed.
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test cases. DeCastro estimated that his |l egal fees for
representing the Thonpsons at the trial of the test cases would
be approxi mately $60,000.'® |t was estinmated that the newy
agreed reductions woul d generate approxi mately $60, 000 of refunds
to the Thonpsons fromthe $121, 770 they had paid earlier toward
satisfaction of the deficiencies and interest under the earlier
settlenment. The new agreenent al so preserved the Thonpsons
chances to prevail on the nerits of the litigation. MWde and
DeCastro agreed that if the results of the trial were nore
favorable to the Thonpsons than the new agreenent, the Thonpsons
woul d be entitled to the results of the trial.

When t he new agreenent was reached, respondent’s official
settlenment policy still provided for a 7-percent reduction in
determ ned deficiencies, elimnation of the negligence penalty,
and ot her m nor concessions, although, as the tinme for trial
approached, sone nontest case petitioners’ attorneys continued to

negoti ate 20-percent reduction settlenents. The new agreenent,

8As petitioners point out, DeCastro was sonmewhat
inconsistent in his recollection of his proposed billing. On
June 2, 1992, he initially denied that the new agreenent was
desi gned as a nechani smfor respondent to pay his fees, but he
admtted to the contrary 8 days later. On Aug. 11, 1992,
DeCastro recalled estimating that it would cost a m ni nrum of
$30,000 to try the Thonpsons’ case. After being shown docunents
i ndi cating he had billed the Thonpsons for nore than $30, 000,
DeCastro said he had told Mc\Wade that his fees would be roughly
$65, 000. As respondent points out, DeCastro’s bills to the
Thonpsons, as of Nov. 29, 1989, total ed $58, 738. 20.
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however, reduced the Thonpsons’ deficiencies for the years at
issue fromthe originally determ ned $79, 294 to $30, 000--a
reduction of 62.17 percent. The new agreenent substantially
deviated fromrespondent’s official settlenment policy and from
t he 20-percent reduction settlenents obtained by DeCastro and
Chi coine and Hallett and other attorneys on behal f of other
clients. None of Sins’s or McWAade’'s superiors approved the new
agreenent. To the contrary, Sins’s and McWade’'s superiors did
not di scover the new agreenent until after this Court had tried
the test cases, issued its opinion, and entered its initial
deci si ons therein.

G Trial and Entry of Decisions

The trial of the test cases was conducted before Judge CGoffe
fromJanuary 9 through January 27, 1989, at Honol ul u, Hawaii .
Nei t her Sinms, MWade, nor DeCastro informed Judge CGoffe, the
National O fice, the Regional Ofice, or |Izen of the Thonpson
settlenment or the Cravens settlenent before or during the January
1989 trial of the test cases, or thereafter.

The Governnment paid the travel, food, and | odgi ng expenses
of M. Cravens and M. Thonpson while they were in Hawaii. M.
Thonpson’ s rei nbursed expenses anobunted to $1,105.13. W stated
in Dxon Ill, n.53: *“lInasnmuch as respondent subpoenaed all the
test case petitioners, it is assunmed they were all reinbursed for

their expenses.” Although there is no evidence in the record
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that any other test case petitioner, other than M. Cravens and
M. Thonpson, was reinbursed by the Governnent for the expenses
of attending the test case trial, neither is there any record
evi dence that any or all of the other test case petitioners who
requested rei mbursenent of their trial attendance expenses had
their requests denied, or indeed that requests for reinbursenent
were made by any such petitioners.

Around the time of the 1989 trial, DeCastro asked McWade to
arrange for the Thonpsons to receive a refund of $30,000 of their
advance paynents. |In a nmenorandum dated April 10, 1989, MWAde
requested respondent’s adm nistrative officials to process a
$30, 000 refund to the Thonpsons. On July 11, 1989, the
Government i ssued a refund check of $30,000 to the Thonpsons.
The Thonpsons endorsed the check to DeCastro Law Corp. w thout
depositing it in their own checking account. The Thonpsons did
not claima deduction on their 1989 return for the $30, 000 they
pai d DeCastr 0.

On August 3, 1989, DeCastro wote a letter to McWade
confirmng the revision of the Thonpson settlenent that had been
agreed to before the trial of the test cases. DeCastro’'s letter

states in pertinent part as foll ows:
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Re: Jack and Maydee Thonpson

Dear Ken:

Pl ease confirmfollowing is our agreement with
respect to settlenent of above taxpayer’s cases for
open years:

W have agreed that the total taxes due for al
t he open years are $15,000 for 1980 and $15, 000 for
1981.

Further, in the event a final decision in this

case is nore favorable they are to receive the benefit

of such deci sion.

Pl ease sign below so | can have for ny files.

McWade signed the letter and returned it to DeCastro.

On August 24, 1989, DeCastro wote MWade requesting himto
arrange for the Thonpsons to receive the balance of their refund.
McWade replied that the bal ance woul d not be rel eased until the
Tax Court had issued its opinion, and DeCastro so infornmed the
Thonmpsons. DeCastro told the Thonpsons that, because the IRS
woul d be paying interest, he believed it was fair to add interest
to the Thonpsons’ bill.

On or about Novenber 6, 1989, MWade received an undated
letter fromM. Thonpson, which stated in pertinent part as
fol | ows:

Dear MWade:

There are sone questions in mnd that | feel you can
hel p me answer.

* * * * * * *
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| received a check fromIRS in the amount of thirty

t housand dol | ars--($30,000). | endorsed this over to
DeCastro Law Corp; this did not retire the billed
anount. | amconpletely amazed at the billings we are
receiving. | amnow in receipt of additional billings
t hat exceed realistic anounts. In fact the total cones
to sixty six thousand two hundred forty three and

66/ 100 dollars ($66,243.66). At sonme point | know a
reconciliation will come. Luis [DeCastro] says don't
be concerned. | amvery concerned, | amthe one being
bi | | ed.

Most enphatically |I did not expect to be a channel
t hrough which IRS funneled funds to any law firm

Certainly not in this magnitude. | have the feeling at
this point that | amcorrect in this--the bill is to
[sic] much. | want to know the exact |egal position

occupy. We have been frustrated | ong enough. W w sh
to close this chapter

DeCastro wote to Huestis on Novenber 17, 1989, stating, in

pertinent part:
Thank you for your letter regarding the matter of

t he Thonpsons’ fees. As | have told Jack, we are

| ooking for paynent of his fees to the IRS, not him |

am encl osing a copy of ny letter to himin this regard

for your information.

DeCastro sent a simlar letter to the Thonpsons on the sane
dat e.

On Decenber 11, 1991, the Court issued its opinion in D xon

v. Comm ssioner, T.C. Meno. 1991-614 (Dixon I1), sustaining

al nost all of respondent’s determ nations that the Kersting

prograns at issue |acked nerit for tax purposes.
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On March 13, 1992, the Court entered decisions agai nst
petitioners in the test cases in accordance with its opinion.
On May 14, 1992, the test case petitioners--other than test case
petitioner Ralph J. Rina (Rna) and the Thonpsons and the
Cravenses--appeal ed the decisions in their cases to the Court of
Appeals for the Ninth Grcuit.

H. Di scovery and Di scl osure of the Thonpson
Settl enents

On May 8, 1992, Sins and McWade, by nenorandum requested
the San Franci sco Appeals Ofice to process the Thonpsons’
account adm nistratively in accordance with the Thonpson
settlenment, not the Tax Court’s decisions. On My 22, 1992,
Danny Cant al upo, Regional Director of Appeals for the Wstern
Regi on, informed Peter D. Bakutes (Bakutes), Deputy Regi onal
Counsel for Tax Litigation for the Western Region in San
Franci sco, of Sinms’s and McWade' s request to process the Thonpson
settlenment. Bakutes inforned Benjam n Sanchez (Sanchez), the
West ern Regi onal Counsel in San Francisco, who informed officials
in the National Ofice of the Ofice of Chief Counsel in
Washi ngton, D.C. The circunstances surroundi ng the Thonpson
settlement becane a matter of w despread concern within the |IRS.
On May 29, 1992, Sins, at the direction of Sanchez, i nforned
DeCastro by letter that the Thonpson settlenment woul d not be

honored, and that assessnents woul d be nmade i n accordance wth
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t he decisions entered on March 13, 1993, pursuant to Di xon I
The letter advised that assessnent of the taxes ow ng, plus
statutory additions and interest, would be “approximately
$302,396.12." The letter further noted: “O course, your
clients’ advance paynents will be credited toward the
assessnents.”

DeCastro had several tel ephone conversations with
respondent’s officials, in which he maintained that the Thonpson
settlenment, as nenorialized in the August 3, 1989 letter
agreenent, was an enforceable contract, and that he was prepared
to appeal any decision to the contrary.

Bakutes prepared a notion that was filed in this Court on
June 9, 1992, seeking |l eave to vacate the decisions entered in
t he Thonpson cases, as well as the Cravens and the R na cases.
Respondent requested the Court to conduct an evidentiary hearing
to determ ne whether the agreenents with the Cravenses and the
Thonmpsons had affected the trial of the test cases or the ensuing
deci sions of the Court.

On June 10, 1992, Judge CGoffe granted respondent’s notions
to vacate filed in the Thonpson and the Cravens cases. That sane
day, Bakutes called DeCastro to tell himthat the decisions in
t he Thonpson cases had been vacated. During this call, DeCastro
told Bakutes that in 1988 McWade had reduced the Thonpsons’

deficiencies to keep the Thonpsons in the case. Although he had
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earlier told Bakutes that attorney’s fees were not awarded in the
settlenment, DeCastro admitted in this conversation that the
deficiencies were reduced to pay the Thonpsons’ |egal fees for
his representation of themin the test case trial.

On or about June 11, 1992, Sanchez decided that Sinms and
McWade shoul d no | onger have any authority over the Kersting
cases and that the cases should be assigned to other attorneys
who had been involved in the Kersting project. Bakutes
accordingly reassigned the 14 test case dockets to Thomas A
Donmbr owski (Donbrowski) and the nontest cases to Henry E. O Neil
(O Neill).

On June 22, 1992, Judge CGoffe deni ed respondent’s request for
an evidentiary hearing and ordered the parties to file agreed
decisions with the Court, “or otherw se nove within 30 days of
t he date hereof.”

In a separate order filed on the sane date, the Court denied
respondent’s notion to vacate the decision filed in R na s case,
stating:

The Court has reviewed the testinony of Cravens,

the testinony of Thonpson, the stipulated facts and

stipulated exhibits relating to the Cravenses and the

Thonpsons, and the exhibits offered through Thonpson as

a wtness. The Court finds that these reviewed itens

had no material effect on the opinion which the Court

filed on Decenber 11, 1991, as that opinion relates to

petitioner Rina. |If the reviewed itens were stricken

fromthe record, the Court would file an opinion in al

mat erial respects |like the opinion it filed on Decenber
11, 1991 (wth the exception of certain portions
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relating specifically and expressly to the Cravenses or

t he Thonpsons), and the Court’s findings, analyses, and

conclusions relating to petitioner R na would remain

the sane. * * *[19

During the sumrer of 1992, respondent’s Acting Chief Counsel
David Jordan (Jordan) directed two senior attorneys in the Tax
Litigation Division in the National Ofice, Thomas J. Kane (Kane)
and Steven M MIller (Mller), to investigate the Thonpson
settlenment on behalf of the National Ofice. Kane and Ml er
conduct ed i n-house depositions and interviewed various
i ndi vi dual s who had participated in the test case trial and the
Thonpson settl enent.

Bakut es assi gned Donbrowski to help Kane and MIller in their
i nvestigation. Donbrowski’s imedi ate probl em was how to respond
to this Court’s order of June 22, 1992, that the parties file
agreed decisions with the Court or otherw se nove within 30 days.

Donbr owski | earned that McWade and Sins had denied that the
pur pose of the new agreenent to reduce the Thonpsons’

deficiencies was to pay DeCastro’ s fees; instead, they clained,

the | owered deficiencies had sonething to do with the Thonpsons’

Ri na appealed fromthis denial. Unlike the Thonpsons,
Rina had no settlenent agreenment with Sins and McWade. On June
13, 1995, Rina agreed to the entry of a stipulated decision in
the anounts originally determned in his statutory notice of
defi ci ency.



- 46 -

i nvestment in Bauspar.?® To see whether Bauspar figured in the
Thonpson settl ement, Donbrowski sought the Thonpsons’ post-1981
tax returns. By July 13, 1992, he had received the Thonpsons’
1983-89 returns and a neno that the Thonpsons’ 1982 tax return
and adm nistrative file had been destroyed. Donbrowski anal yzed
the returns to see if they shed |ight on the Bauspar question

rai sed by McWade’s and Sins’s contentions. Although the 1982 tax
return was not avail abl e, Donbrowski believed it |ikely that
Kersting deductions had been clained on that return because of
the disparity between adjusted gross incone and taxable incone,
and because Kersting deductions were clainmed on the Thonpsons’
1983 and 1984 returns. Donbrowski’s “Analysis of Subsequent Year
Returns” noted the nortgage interest deductions clainmd on the
Thonpsons’ 1983-85 returns and further noted “(Bauspar?).” He

al so noted that entries that may have refl ected the Bauspar
deductions had not been audited. Donbrowski’s reason for putting
a question mark after Bauspar was that he could not tell fromthe

entries on the returns whether they actually related to Bauspar.

2l n a menorandum dated Sept. 11, 1992, Kane had witten:
“Sinms clainmed that McWade had initiated the recommendation to
al | ow Bauspar | osses so that both Thonpson and DeCastro woul d
remain in the case. * * * Thus, Sins told MWade to work with
t he Bauspar nunbers in order to give Thonpson relief and keep him
as a test case.” (Fn. ref. omtted.) Additionally, in 1992,
McWade testified that he reduced the Thonpsons’ deficiencies on
his own to make up for the Thonpsons’ $80,000 “l oss” in the
Bauspar program W found this testinony not credible.
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Donbr owski al so noted that the Thonpsons appeared to have
defaulted on a statutory notice issued to the Thonpsons for 1983
di sal | owi ng cl ai ned Kersting deductions of $67,620, but that the
| RS had failed to assess the resulting deficiency of $980.

Donmbr owski al so noted the May 8, 1987, entry in the Thonpsons’
file for 1983 that stated: “No reason to change determ nation —
refiling case.” Donbrowski believed this entry indicated that
sonmeone contacted the Fresno Service Center after receiving and
guestioning the notice of deficiency for 1983. Because the 3-
year period of limtations wth respect to the returns he was
exam ni ng had expired several years earlier, Donbrowski did not
attenpt to determ ne why the assessnent for 1983 had not been
made. He instead focused on preparing a tinely response to the
Court’s June 22, 1992, order in the Thonpsons’ cases.

On June 24, 1992, Marlene Goss (Goss), an official in the
National O fice of Chief Counsel, called Bakutes and informed him
that, despite the disclosure of Sins’s and Mc\Wade’ s m sconduct,
the Departnent of Justice (DQJ) would not seek to remand the test
cases that had been appealed. The DQJ’' s deci sion was based on
the Tax Court’s refusal to vacate the decision in the R na case.
That refusal indicated to the DOJ officials that the Tax Court
probably woul d not vacate its decisions in the other test cases
if asked to do so. Goss also reported to Bakutes that the DQJ,

and specifically, the Tax Division, Appellate Section Chief Gary
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Al'len, wished to offer the sane settlenent to the test case
petitioners on appeal that the Thonpsons had received: A 65-
percent reduction in deficiencies (an approxi mation of the
reduction of the Thonpsons’ originally determ ned deficiencies
from $79,294 to the $30,000 figure finally agreed upon).

Bakut es was opposed to settling the appeal ed cases on that basis.
There is no evidence that the DQJ nmade any such settlenent offer
to the test case petitioners on appeal.

On July 16, 1992, DeCastro filed a notion for entry of
decision in the Thonpsons’ cases, on the terns of his settl enent
agreenent with McWade; i.e., deficiencies of zero, $15,000, and
$15, 000 for 1979-1981, respectively.

On August 20, 1992, respondent filed objections to
DeCastro’s notion for entry of decision, together with
respondent’s own notion for entry of decision. Respondent’s
notion sought a decision that reflected the original 18.8-percent
reduction settlenent agreed to by McWade and DeCastro i n Decenber

1986.

2lRespondent’s notion stated that the Decenber 1986
agreenent between DeCastro, Sins, and Mc\Wade to reduce the
Thonpsons’ deficiencies by 18.8 percent exceeded the terns of the
standard 7-percent reduction settlenent offer. Neverthel ess,

respondent conceded: “Respondent’s counsel possessed the
authority to nmake such an offer, and such offer was accepted by
petitioners herein as well as others.” Respondent also noted the

“approxi mately 20 percent” reduction settlenent offers previously
made to other participants. Respondent’s notion further
(continued. . .)
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Respondent’ s 11-page notion for entry of decision, with a
15- page supporting nmenorandum disclosed to the Court the facts
t hat had been di scovered in respondent’s investigation.
Respondent infornmed the Court that, before the test case trial,
Sins and McWade had agreed to settle the Thonpson cases by
reduci ng the Thonpsons’ deficiencies in anmounts sufficient to
conpensate the Thonpsons for their projected attorney’'s fees. As
respondent explained to the Court, Sins and McWade had agreed
with DeCastro that

Al settlement refunds in excess of the amounts

provi ded by the Decenber 1986 agreenent woul d go

ultimately to the benefit of M. DeCastro for paynent

of his legal fees and costs. M. DeCastro would be

paid solely fromanounts refunded by the Service to

Thonmpson. * * * This “New Agreenent”, in sum and

substance, if not explicitly, was designed, and

constituted an agreenment by Messrs. Sins and Mc\Wade to
pay M. DeCastro’s |l egal fees and expenses. 22

21(...continued)
i ndicates that Chicoine and Hallet’s notion to suppress evidence
was pendi ng when McWade of fered the 20-percent reduction
settlenment to DeCastro in Decenber 1986. Although McWade may
have known of Chicoine and Hallet’s intent to file such a notion,
the notion, in the formof a notion for |eave to anend petition,
was not filed until Jan. 12, 1987, after Chicoine and Hallett had
entered their appearances. Any error in this regard, however, is
immaterial, in view of our disposition of this matter.

20n brief, petitioners question the assertions in
respondent’s notion that all settlement refunds “in excess of the
anounts provided in the Decenber 1986 agreenent” would go to
DeCastro. This assertion, however, appears to have reflected
respondent’s understanding at the tinme. Once again, in view of
our disposition of this matter, any error in this respect is
irrel evant.
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Respondent asserted that the new agreenent was unaut horized and
had no | egal basis. |If respondent’s notion had been granted, the
Thonpsons’ deficienci es woul d have been zero for taxable year
1979, $34,425 for 1980, and $30,000 for 1981.

On August 26, 1992, this Court granted DeCastro’ s notions
for entry of decision in the Thonpson cases, thus hol ding
respondent to the pretrial concessions nmade by Sins and McWade in

t he new agreenent:

Year Defi ci ency Additions to Tax
1979 --- ---
1980 $15, 000 ---
1981 15, 000 ---

The Tax Court’s decision for 1981 al so relieved the Thonpsons of
the non-Kersting late filing addition of $4,934.32 under section
6651(a). That addition was the only non-Kersting issue in the
Thonpsons’ docket ed cases.

Respondent did not appeal the decisions entered by the Court

with respect to the cases of the Thonpsons and the Cravenses. 2

2The Cravenses, who were not represented by counsel after
Seery’s withdrawal, had agreed with McWade to defi ciencies of
$9,782.16 for their taxable years 1979 and 1980, a reduction of
only about 6 percent fromthe originally determ ned deficiencies
of $10,401.45. This settlenent was | ess favorable to them
percent agewi se than the generally avail able nodified 7-percent
reduction settlenent offer and did not include the *burnout”
feature. On Aug. 25, 1992, this Court entered a decision
reflecting the Cravens settl enent anounts, but the decision
i ncluded the stipulation that certain advance paynents nade by
the Cravenses had not yet been taken into account. Late in

(continued. . .)
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The O fice of Chief Counsel's rationale for not appealing the Tax
Court's entry of the decisions giving effect to the Thonpson
settlenment was set forth in a nmenorandum dat ed Septenber 8, 1992,
and signed by Kane:

The Chi ef Counsel and Deputy Chief Counsel have

concl uded that, under the circunstances, we have

conpletely fulfilled all applicable ethical and |egal

obligations with respect to this issue and this

l[itigation. They have al so concluded that given the

fact that the conduct on the part of our attorneys is

significantly | ess than exenplary, there is nothing to

be gained by further prolonging this aspect of the

Kersting litigation.

On Septenber 30, 1992, Judge CGoffe term nated his recal
status as a Senior Judge and retired fromthe bench. The Chief
Judge of the Tax Court reassigned the Kersting project cases to
Judge Renat o Beghe.

After this Court entered its decisions in the Thonpson
cases, lzen, who had represented the test case petitioners (other
t han the Thonpsons and Cravenses) at the trial and who was
representing themon their appeals, and Robert Patrick Sticht
(Sticht), who represents a nunber of nontest case petitioners,

filed separate notions with the Court to intervene in the

Thonmpson and Cravens cases. On Novenber 6, 1992, the Court

(.. .continued)
Cct ober 1992, officials in respondent’s Wstern Regi on proposed
closing the Cravenses’ cases in such a way as “to cause the
taxpayers’ 1979 and 1980 accounts to zero out with no further
anounts due.”
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denied their nmotions to intervene, and |zen and Sticht filed
noti ces of appeal.

| . | npl enentation and Effects of the
Fi nal Thonpson Settl enment

This Court’s August 1992 deci sions enforcing the final
Thonmpson settl enent had a nunber of financial consequences. The
Court’ s decisions not only reduced the Thonpsons’ defi cienci es;
it also reduced the interest that had accrued on those
deficiencies. |In Decenber 1986 and in January 1987, the
Thonpsons had paid $59,545 of interest on their originally
settled deficiencies of $34,425 for 1980 and $30, 000 for 1981.
Because the Court’s decisions giving effect to the new settl enent
agreenent resulted in deficiencies of only $15,000 for each of
1980 and 1981, the interest that had accrued on those
deficiencies before the Thonpsons nade their interest paynents
was much | ess than $59, 545. |Instead, as of Decenber 31, 1986,
the interest accruals on the $15,000 deficiencies for 1980 and
for 1981 anpbunted to only $15,370.73 and $12, 135. 31,
respectively. As a result, the Thonpsons’ aggregate paynents of
$59, 545 in Decenber 1986- February 1987 were nore than sufficient
to cover their total deficiencies and interest as eventually
reduced by the final Thonpson settl enent.

In January 1993, respondent nmade new assessnents agai nst the

Thonpsons for 1980 and 1981 that were based upon the deci sions
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entered by the Tax Court on August 26, 1992. The total
assessnents for 1980 and 1981 anounted to $57,506.04 (tax and
interest for 1980 of $15,000 and $15, 370. 73, respectively, plus
tax and interest for 1981 of $15,000 and $12, 135. 31,
respectively). Respondent applied the $59,545 credit bal ance
resulting fromthe Thonpsons’ paynments of $59,545 in interest to
satisfy their $57,506.04 liability for 1980 and 1981, |eaving a
smal | credit bal ance.

The Thonpsons’ having remtted $63,000 in June 1987, in
respect of their previously settled deficiencies, respondent
credited $62,225 of that anount to their 1979 account as an
advance paynent of tax. Because the Thonpsons had no deficiency
for 1979 under both the earlier settlenents and the Tax Court’s
decision giving effect to the new settlenent, the $30, 000 refund
issued in July 1989 left a credit bal ance of $32,225.
Accordingly, in February 1993, respondent issued a refund check
for $32,225 to the Thonpsons. As they had done with their
earlier refund, the Thonpsons endorsed this refund check to
DeCastro, as paynent of additional |egal fees, w thout depositing
the check in their own checking account.

DeCastro thereafter conpl ained to Donbrowski that the
Thonpsons were entitled to receive even nore fromrespondent.
DeCastro argued that the Thonpsons were entitled to receive

interest on the $63, 000 advance paynent (al beit as successively
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reduced to $62, 225 and then $32,225). Donbrowski requested
“audit assi stance”, which he received from George Guzzardo
(GQuzzardo), an appeals auditor in respondent’s San D ego office,
in determ ning whet her the Thonpsons were entitled to the
requested interest. (Quzzardo determ ned that the Thonpsons’
$63, 000 rem ttance on June 17, 1987, was an advance paynent
rat her than a cash bond. The distinction is inportant: An
advance paynent resulting in an overpaynent entitles the taxpayer
to interest on the overpaynent; conversely, a cash bond does not
earn interest. Having concluded that the previously refunded
$62, 225 was an advance paynent, Quzzardo determ ned that the
Thonpsons were entitled to additional interest of $31,511.17 as
of July 31, 1993. Donbrowski did his own conmputations, and then
asked Jean Sanuel s (Sanuel s), an experienced appeals auditor, to
check his and Guzzardo’s figures. Sanuels advised that in the
mai n she agreed with both Guzzardo' s and Donbrowski’s
calculations. Relatively small differences in their results were
attributable to their use of different dates for the accrual of
interest.?*

On Septenber 17, 1993, Donbrowski sent Bakutes a nenorandum

requesting approval to refund the interest on the Thonpsons’

24Samuel s saw that the refund included sonme previously
deducted interest, thus producing tax benefit incone, but stated
in her menorandumto Donbrowski, “Mst taxpayers woul d probably
ei ther not know or not renmenber to include this [tax benefit
incone] in income, since they won't get a Form 1099 for it.”
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overpaynents, with a copy to the National Ofice. Bakutes
approved the refund in an e-nmail nessage to Donbrowski. In

Cct ober 1993, respondent issued a refund check to the Thonpsons
in the anmount of $32,116. 68.

Finally, in Decenber 1993, respondent issued a refund check
of $4,107.93 to the Thonpsons for 1980. The check represented an
over paynment credit of $2,257.54 (the anount by which their
$59, 545 i nterest paynent exceeded their deficiencies and interest
for 1980 and 1981 after m nor adjustnents), plus accrued interest
of $1,850.39 on the overpaynment credit.

The Thonpsons deposited these last two refund checks in
t heir checki ng account.

The followi ng table sumari zes the paynents by the Thonpsons
to respondent as well as the subsequent paynents, as refunds and
interest on refunds, by respondent to the Thonpsons:

Pai d by Thonpsons:

$59, 545 Decenber 31, 1986 and February 17,

1987 paynents of interest on

deficiencies under original settlenent.
62, 225 June 1987 advance paynent of

deficiencies for 1979-1981 (net

of $775 credited to tax year 1988).

121,770 Total anmount paid for years in issue.



Recei ved by Thonpsons:

$30, 000. 00 Refunded July 11, 1989, pursuant to
request of McWade, endorsed to
DeCastro.

32,225.00 Ref unded February 19, 1993, pursuant
to request of DeCastro and endorsed
to DeCastro.

32, 116. 68 Third refund check, dated Cctober 22,

1993, for $32,116.68, representing
i nterest on overpaynent resulting from
advance paynent of deficiencies.

4,107.93 Refund, with interest, of overpaynent
resulting fromapplication of $59, 545
i nterest paynent against 1980-81
deficiencies and interest.

98, 449. 61 Total anmount refunded by IRS
for years in issue.

In sum the Thonpsons were refunded $98, 449. 61 of the
$121, 770 they had paid in deficiencies and interest for 1979-
1981. O the $98, 449. 61 refunded, $81, 225 was paid to DeCastro
as legal fees. O this anobunt, $62,225 was paid to DeCastro by
t he Thonpsons’ endorsenent to himof the first two refund checks
they received in 1989 and 1993. The Thonpsons apparently paid
DeCastro an additional $19,000 after receiving the third refund
check later in 1993.

On their 1993 tax return, the Thonpsons reported both the
$32,116 interest incone received fromthe IRS in Cctober and the
smal | er interest paynent of $1,850 received in Decenber. Their
return did not reflect the tax benefit arising fromthe fact

that, while they deducted $44, 165 of deficiency interest on their
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1986 and 1987 returns ($16,251 for 1986 and $27,914 for 1987),
the interest on the reduced deficiencies that were ultimately
assessed in 1993 anobunted to only $27,506 ($15,371 for 1980 and
$12,135 for 1981). Pursuant to witten advice from DeCastro, the
Thonpsons deducted the fees paid to himin 1993 totaling $51, 225
($32,225 + $19,000) in conputing their taxable incone. The
description acconpanyi ng the deduction claimon the Thonpsons’
1993 return was “LEGAL FEES FOR | NCLUDABLE | NC. " 2°

J. Respondent’s Di sciplinary Action
Agai nst Si ns _and McWade

On July 29, 1993, Sanchez sent notices of proposed
disciplinary action to Sins and McWade. The notices asserted
that Sinms and McWade had violated: (1) Departnent of the
Treasury M ni mum St andards of Conduct, section 0.735-30(a)(2) (an
enpl oyee shall avoid any action which mght result in or create
t he appearance of giving preferential treatnent to any person);
(2) Departnment of the Treasury M nimum Standards of Conduct,
section 0.735-30(a)(6) (an enpl oyee shall avoid any action that
m ght adversely affect the confidence of the public in the

integrity of the Governnent); and (3) IRS Rule of Conduct 214.5

#The reference to “I NCLUDABLE I NC.” has not been
satisfactorily explained, even by Poltash, whose office prepared
the return. Petitioners urge that the reference is to “an entity
that never existed.” The Court doubts the reference is to an
entity at all, but the Court’s question to Poltash, whether the
reference was a shorthand reference to “includable income”, as a
justification for deductibility under sec. 212, net with a
protestation of ignorance.
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(an enployee will not intentionally nmake fal se or m sl eadi ng
verbal or witten statenents in matters of official interest).
The notices proposed to suspend both Sinms and McWade for 14
cal endar days w t hout pay.

McWade retired fromthe IRS effective October 2, 1993. On
Novenmber 2, 1993, Acting Chief Counsel Jordan approved Sanchez’s
proposed disciplinary action. Sins was suspended from duty
w thout pay for 14 days and was transferred to the San Franci sco
Regi onal Counsel’s O fice, where he was assi gned nonsupervisory
duties as a Special Litigation Assistant in the General
Litigation area.

| V. Ninth Grcuit Remand and Subsequent Proceedi ngs

A. Ninth Crcuit Oders in the DuFresne Case

On June 14, 1994, the Court of Appeals for the Ninth Grcuit
filed a per curiam opinion, vacating and remanding this Court’s
decisions in the remaining test cases, on the ground that the
m sconduct of Sins and McWade required further inquiry. DuFresne

v. Conmm ssioner, 26 F.3d at 107. Cting Arizona v. Fulm nante,

499 U. S. 279, 309 (1991), the Court of Appeals observed:

We cannot determine fromthis record whether the
extent of m sconduct rises to the |level of a structural
defect voiding the judgnent as fundanentally unfair, or
whet her, despite the governnent’s m sconduct, the
j udgnent can be upheld as harmless error. * * *

Accordingly, the Court of Appeals remanded the remaining test

cases to this Court with directions “to conduct an evidentiary
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hearing to determne the full extent of the admtted wong done
by the governnent trial lawers.” 1d. It further directed this
Court to “consider on the nerits all notions of intervention
filed by parties affected by this case.” 1d. Finally, the Court
i ndicated that “All subsequent appeals will be schedul ed before
this panel.” 1d.

Notw t hstanding its general endorsenent of allow ng parties
inrelated cases to intervene, the Court of Appeals for the Ninth
Crcuit dismssed attorneys lzen's and Sticht’s appeals fromthis
Court’s denial of their notions to intervene in the Thonpson and
Cravens cases. In an unpublished opinion filed the sanme day as
t he DuFresne opinion, the panel of the Court of Appeals that had
deci ded DuFresne expl ai ned:

The Tax Court’s August 25 and 26, 1992 deci si ons
entering settlenment in the Cravens and Thonpson cases,
respectively, are final. 26 U S.C. § 7481(a)(1l); Fed.

R App. P. 13. The Tax Court lacks jurisdiction to

vacate those decisions. Billingsley v. CR 868 F.2d

1081, 1084 (9th Gr. 1989). Because there is no case

remai ning in which the taxpayers can intervene, this

appeal is noot. [Adair v. Conm ssioner, 26 F.3d 129
(9th GCir. 1994).]

On Septenber 29, 1994, the District Court for the District
of Hawaii entered an order in favor of the United States that
approved the assessnent of penalties of $1, 545,201 and $2, 230, 000
under sections 6700 and 6701 against Kersting for the pronotion

of abusive tax shelters. Kersting tinmely appeal ed.
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I n Decenber 1994, the Tax Court received the mandate of the
Court of Appeals in DuFresne, and the test cases were assigned to
Judge Beghe for further proceedi ngs under the mandate.

B. Evidenti ary Heari ng and Opi ni ons
After the Remand i n DuFresne

In response to respondent’s notion for the evidentiary
hearing required by the mandate, this Court, follow ng receipt of
the record fromthe Court of Appeals, set the test cases for a
pretrial hearing to be held July 17, 1995. 1In furtherance of the
Court of Appeals’ directive regarding intervention, the Court
ordered that notice of the hearing be served on all attorneys who
had entered appearances on behal f of nontest case petitioners in
the Kersting project. Utimately, the Court ordered that 10
cases of nontest case petitioners, each represented by either
| zen, Sticht, or attorney Robert Al an Jones (Jones), be
consolidated with the remaining test cases for purposes of the
evidentiary hearing. As a result, three groups of petitioners
participated in all subsequent phases of the evidentiary hearing:
Test case and nontest case petitioners represented by I|zen;
nont est case petitioners represented by Sticht; and nontest case

petitioners represented by Jones. ?¢

26The group of cases that were consolidated for purposes of
the evidentiary hearing initially included the case of WIlliamD.
and Karen S. Booth, docket No. 28950-88, in which Declan J.
O Donnell (O Donnell) had entered his appearance. However, at
the start of the evidentiary hearing, the Court granted
(continued. . .)
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As directed by the Court of Appeals in DuFresne, Judge Beghe
conducted the evidentiary hearing at special trial sessions of
the Court in Los Angeles, California, fromMay 13-30 and
June 10-26, 1996, and August 18, 1997. On March 30, 1999, on the
basis of the record devel oped at the evidentiary hearing, the

Court issued its supplenental opinion in Dixon v. Comm Sssioner,

T.C. Meno. 1999-101 (Dixon Il11). The Court held that the

m sconduct of the Government attorneys in the trial of the test
cases did not, in the words of the Court of Appeals for the Ninth
Crcuit in DuFresne, constitute a “structural defect” in the
trial, but rather resulted in “harm ess error”. However, the
Court inposed sanctions agai nst respondent, holding that Kersting
program partici pants who had not had final decisions entered in
their cases would be relieved of liability for (1) the interest
conponent of the addition to tax for negligence under section
6653(a)(1)(B) and (2), and (2) the increnental interest

attributable to the increased rate prescribed in section 6621(c).

26(...continued)
O Donnell's notion to sever the Booth case fromthe cases
consolidated for the evidentiary hearing. O Donnell argued that,
in light of the theory underlying a notion for summary judgnent
that he had filed on behalf of the Booths, they had no need to
participate in the evidentiary hearing. In Gidley v.
Comm ssioner, T.C Meno. 1997-210, the Court denied O Donnell’s
notions for entry of decision consistent with the final Thonpson
settl enent.
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On March 13, 2000, the Court of Appeals for the Ninth
Circuit affirmed the order of the Hawaii District Court that had
i mposed al nost $3 mllion in penalties against Kersting for the
pronoti on of abusive tax shelters. The opinion of the Court of
Appeal s states:

The district court did not err in finding that
Kersting knew or had reason to know that his statenments
concerning the allowability of interest were fal se or
fraudulent. See 26 U.S.C. §8 6700(a)(2); * * *. The
record indicates that Kersting knew that his tax
shelters were shamtransactions in which participants
could wite off approximately twelve dollars for every
dol | ar of actual out-of pocket expenses. Kersting
himsel f indicated in a 1977 “confort letter" to one of
the “nervous nellies” investing in his schene that
t hese deductions were not legitimate - Kersting warned
the individual to “be sure this |letter does not get
into the wong hands. |[|f I RS would becone aware of the
of fsetting character of your note you would likely |ose
your interest deduction”.

Kersting al so knew that these fraudul ent interest
deductions originating in a prior version of his tax
shelter had been previously disallowed by this Court.
See Pike v. Conm ssioner, 78 T.C. 822 (1982) (denying
i nterest deductions to taxpayers participating in
Kersting' s tax shelters because the transactions
conducted by Kersting' s corporations were shanms | acking
econom ¢ substance), affd., 732 F.2d 164 (9th G r
1984). After Pike, Kersting nmade nerely cosnetic
changes to his tax shelter schene. * * *

Kersting v. United States, 206 F.3d 817, 819 (9th G r. 2000).

On March 31, 2000, this Court issued a supplenental opinion,

D xon v. Comm ssioner, T.C. Meno. 2000-116 (D xon 1V), awarding

petitioners sone of the attorney’ s fees they sought for services
performed in the evidentiary hearing nmandated by the Court of

Appeal s in DuFresne and denying their notions for additional
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sanctions. In so doing, the Court denied petitioners’ requests
for the award of attorney’s fees under section 7430, on the
ground that Dixon Il had held that none of themwas a
“prevailing party” as defined in section 7430(c)(4). Instead,
the Court awarded fees under section 6673(a)(2), which authorizes
the Tax Court to require the United States to pay excess costs,
expenses, and attorney’s fees whenever the Conm ssioner’s
attorneys have “nultiplied the proceedings in any case

unr easonably and vexati ously”.

On the sanme date, the Court entered decisions in the test
cases, and the test case petitioners appealed. The Court also
certified for interlocutory appeal the cases of nontest case
petitioners represented by Izen, Jones, and Sticht who had al so
participated in the evidentiary hearing and nontest case
petitioners represented by O Donnell whose cases were the subject

of the Court’s opinion in Gidley v. Conmm ssioner, T.C neno.

1997-210. These nontest case petitioners al so appeal ed.

C. The Ninth Crcuit's Opinion and
Mandates in These Cases

On Novenber 21, 2001, follow ng extensive notion practice on
jurisdiction and other issues, the Court of Appeals set a
briefing schedule and confirned that the cases on appeal would be
schedul ed before the panel that issued the DuFresne opinion.

Fol |l owi ng recei pt of opening and reply briefs fromtest case
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petitioners, 2 now represented by three sets of attorneys, ? the
DuFresne panel filed an order indicating that, upon
reconsi deration, it would not retain jurisdiction, and directing
the Cerk to schedule the appeal in the normal course of events.
On Cct ober 10, 2002, the panel that ultimately issued the opinion
in D xon V heard oral argunent in the test cases.

On January 17, 2003, the Court of Appeals issued its opinion

in the test cases in D xon v. Comm ssioner, 316 F.3d 1041 (9th

Cr. 2003), amended on March 18, 2003 (D xon V), vacating and
remandi ng the Court’s decisions in the test cases, and directing
the further proceedings that have resulted in this opinion.

Citing Hazel -Atlas dass Co. v. Hartford-Enpire Co., 322 U. S.

238, 247 (1944), overruled on other grounds Standard G| v.

United States, 429 U S. 17, 18 (1976), the Court of Appeals

stated: “There can be no question here but that the actions of
McWade and Sins anbunted to a fraud on both the taxpayers and the

Tax Court.” Dixon v. Conmi ssioner, 316 F.3d at 1046. The Court

2IOn Nov. 20, 2001, the DuFresne panel had filed an order
directing that the appeals of nontest case petitioners
represented by lzen, Sticht, Jones, and O Donnell “shall be held
i n abeyance pending resolution of the appeal in No. 00-70858"
(1.e., the test cases).

2The three sets of attorneys are |lzen, Mchael L. M nns,
and John A. Irvine and Henry G Bi nder
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of Appeals held that “fraud on the court” occurs regardl ess of
whet her the opposing party is prejudiced. 1d.?°
The Court of Appeals further stated:

We have the inherent power to vacate the judgnent
of the Tax Court, fashion an appropriate renedy, and
sanction a party or its lawers for wllful abuse of
the judicial process, particularly when the party or
its lawers have intentionally practiced a fraud upon
the Court. * * *

* * * The taxpayers should not be forced to endure
another trial and the IRS should be sanctioned for this
extreme m sconduct.

Conversely, we will not enter judgnent eradicating
all tax liability of these taxpayers. Such an extrene
sanction, while within the court’s power, is not
warrant ed under these facts. * * *

ld. at 1047 (citations omtted). The Court of Appeals instead
reversed the decisions of this Court in the test cases and
directed this Court to “enter judgnent in favor of Appellants and
all other taxpayers properly before this Court on terns

equi valent to those provided in the settlenment agreenent with
Thonmpson and the IRS.” 1d. It left “to the Tax Court’s

di scretion the fashioning of such judgnents which, to the extent
possi bl e and practicabl e, should put these taxpayers in the sanme

position as provided for in the Thonpson settlenent.” [d. n.11

2The Court of Appeals acknow edged the contrary hol di ng of
the Court of Appeals for the Seventh Circuit in Drobny v.
Comm ssioner, 113 F. 3d 670 (7th Gr. 1997), affg. T.C Meno.
1995-209. In Drobny, the Seventh Crcuit held that proof of
fraud on the court requires a showing that the all eged m sconduct
actually affected the outcone of the case to the taxpayer’s
detriment. |d. at 678-679.
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On January 21, 2003, respondent’s then Chief Counsel,
referring to D xon V, publicly announced: “We will * * * assure
that no interest is charged on deficiencies for the period of the
appeals to the Ninth Grcuit.”?

On February 3, 2003, Deborah Butler, respondent’s Associ ate
Chi ef Counsel for Procedure and Adm nistration, issued a Chief
Counsel notice (CC 2003-008), rem nding all Chief Counsel
attorneys, in light of the opinion of the Court of Appeals in
Di xon V, “to adhere to the highest ethical standards when
performng their duties, including when representing the IRS
before the Tax Court.”

On March 14, 2003, the Court of Appeals issued orders
remandi ng to the Tax Court for further proceedi ngs consistent
with the opinion in D xon V the nontest cases that had been
appeal ed pursuant to their certification for interlocutory
appeal. On April 23, 2003, the Court of Appeals issued its
mandates with respect to the test cases in accordance with Di xon
V.

D. Pr oceedi ngs Fol | owi ng Renand

On April 30, 2003, respondent filed a notion for a status
conference regardi ng disposition on remand of the test cases and

a group of related nontest cases. On May 1, 2003, this Court

30The original decisions in Dixon Il were entered Mar. 13,
1992; the notices of appeal were filed May 14, 1992; the 90-day
appeal period would have expired June 11, 1992.
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ordered the parties to file status reports regardi ng subsequent

di sposition of the cases. The responses displayed vari ous

di sagreenents between respondent and petitioners concerning not
only the scope of the renmedy, but the manner of its

i npl enentation. For exanple, the status report of petitioners’
counsel Henry Binder states: “Respondent does not conme to this
Court’s fashioning of the equitable renedy ordered by the Ninth
Circuit with clean hands and, therefore, has no standing to argue
the terms or scope of that renedy.”3 The Court conducted status
conferences in Houston, Texas, in August 2003 and in Los Angeles,
California, in Septenber 2003 to address petitioners’ attenpts to
settle the cases. The conferences resulted in no settlenent.

The parties then engaged in protracted notions practice
regardi ng assertions of privilege by respondent as to sone
matters sought in discovery and regarding the award of attorney’s
fees cl ai med by counsel for petitioners.

On April 5, 2004, petitioners filed notions for an
evidentiary hearing. Thereafter, at the behest of the parties,
the Court directed further discovery and conducted further

hearings. The first hearing took place at Las Vegas, Nevada, in

3'Havi ng considered certain issues raised in the status
reports, this Court issued an order dated June 12, 2003,
indicating it was “not inclined to consider attenpts to
di squalify counsel” in any of the cases at issue. W
additionally stated: “This Court is not inclined to seek
appoi ntnent of counsel fromthe United States Departnent of
Justice to represent respondent in these cases”.
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Sept enber 2004, the second hearing at Los Angeles, California, in
Novenber 2004, and the final hearing at Washington, D.C., in
March 2005. By the end of Septenber 2005, the parties had filed
their briefs regarding the scope and application of the Thonpson
settl enment.

E. Further D sciplinary Proceedi ngs

On April 1, 1999, the day immediately follow ng the issuance
of the Dixon IIl opinion, Judge Beghe referred the m sconduct of
Sins, McWade, and DeCastro to the Committee on Adm ssions,
Ethics, and Discipline of the Tax Court for disciplinary
action.® |In accordance with the Court’s practice in such
matters, the referrals were not nentioned in the D xon ||
opi nion or otherw se publicized when that opinion was issued.

On April 22, 2003, the Court, through the Commttee on
Adm ssions, Ethics, and Discipline, issued orders to Sins,
McWade, and DeCastro to show cause why they should not be
suspended or disbarred frompractice before the Court or
otherwi se further disciplined. On July 1, 2003, DeCastro

resigned frompractice before the Court.

320n June 26, 1996, at what then seened to be the close of
the evidentiary hearing, lzen had filed a notion requesting this
Court to refer the Thonpson and Cravens settlenments and McWade’' s
settlement wwth Denis Al exander to the DQJ (Public Integrity
Section) for crimnal prosecution. |Izen identified approximtely
17 alleged crinmes associated with these settlenents. By order
dated June 26, 1996, the Court denied |Izen's notion.
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Fol l owi ng conplaints filed by petitioners’ counsel Mnns in
response to inquiries by the D xon V panel at oral argunent, the
Arkansas State Bar suspended Sins’s license to practice for 1
year in February 2004, and the Oregon State Bar suspended
McWade’'s |license to practice for 2 years in August 2004. This
Court, acting on the orders to show cause and the recomendati ons
of the Commttee on Adm ssions, Ethics, and D scipline, suspended
McWade and Sins frompractice for 2 years, comenci ng February
20, 2004.* The Director of the IRS Ofice of Professiona
Responsi bility suspended McWade and Sins indefinitely from
practice before the IRS, effective June 9, 2004.

Under Rule 202(c)(1l), a practitioner who has been suspended
for nore than 60 days or disbarred frompractice before this
Court may not resunme practice until reinstated by order of the
Court. Under Rule 202(c)(2), if the disciplinary proceeding
giving rise to a suspension or disbarnment was predicated upon the
conplaint of a Judge of this Court, a hearing on the petition for
reinstatenent is to be held before a panel of three other Judges
appoi nted by the Chief Judge. At the hearing on the petition:

the practitioner shall have the burden of denonstrating
by clear and convincing evidence that the practitioner

33The first announcenent by the Court with respect to the
referrals was the Court’s issuance, on Feb. 20, 2004, of a press
rel ease that disciplinary action had been taken agai nst MWade
and Sinms. DeCastro’s resignation was not publicized by the Court
until issuance of the opinion herein.
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has the noral qualifications, conpetency, and |earning
in the law required for adm ssion to practice before
this Court and that the practitioner’s resunption of
such practice will not be detrinmental to the integrity
and standing of the Bar or to the adm nistration of
justice, or subversive of the public interest. [Ild.]

OPI NI ON

Prelimnary Comments

The Court of Appeals has directed that the remaining test
case petitioners “and all other taxpayers properly before this
Court” receive judgnents in their favor “on ternms equivalent to
those provided in the settlenent agreenent with Thonpson and the

IRS.” Dixon v. Commi ssioner, 316 F.3d at 1047. The Court of

Appeal s has left to this Court’s discretion “the fashioning of
such judgnments which, to the extent possible and practicable,
shoul d put these taxpayers in the sanme position as provided in
t he Thonpson settlenment.” 1d. n.11

Thr oughout the proceedings required to inplenent the
mandates of the Court of Appeals, petitioners, inpelled by
outrage and indignation at the fraud on the Court commtted by
respondent’ s attorneys, seemto view the nmandates as an
invitation to award danmages agai nst respondent. Wthout in any
way mnimzing the seriousness of the m sconduct of respondent’s
attorneys, we decline any such invitation.3 The nandates do not

call for the recovery of damages by the taxpayers; they call for

3n any event, we lack jurisdiction to award danages.
Chocallo v. Comm ssioner, T.C Menp. 2004-152.
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sanctions agai nst respondent, to be determ ned in accordance with
t he ascertai nabl e standard provi ded by the D xon V opinion.

We now broach how, in light of the different circunstances
of the Thonpsons and the various groups of affected taxpayers, we
can follow and apply the directive of the mandates. Interpreting
the term “sanme position” used in footnote 11 of Dixon V to nean
“sanme financial position”, it mght seem at first blush, that
the test case and nontest petitioners cannot be put in the
financial position the Thonpsons found thenselves in as a result
of the Thonpson settlenent. The Thonpson settlenent was enbodied
in a sequence of paynents and refunds that occurred nore than 15
to 20 years ago, when personal interest was fully or partially
deducti ble for incone tax purposes, in a different interest rate
environnment, and in tenporal relationships that are not now
reproduci ble with respect to any of the other petitioner
participants in the Kersting project. Al so, the bulk of those
refunds was used to pay |legal fees the other test case
petitioners were not required to pay for representation in the
test case trial

It should be borne in mnd that the Thonpson settl enent
occurred in two distinct phases: In Decenber 1986 into early
1987, McWade and DeCastro arranged to provide the Thonpsons a
reduction of approximately 20 percent in the originally

determ ned deficiencies; this version of the settlenent took
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account of respondent’s increased litigation risk resulting from
Chicoine and Hallett’s efforts to suppress the evidence

di scovered in the IRSraid on Kersting’ s office. Qher Kersting

petitioner clients of DeCastro and Chicoine and Hallett obtained

20- percent reduction settlenments from McWade prior to the Court’s
1988 opinion in Dixon I, and sone other nontest case petitioners

thereafter obtained such settlenents. The Thonpsons’ paynments to
the IRSin late 1986 and in 1987 were nmade to satisfy their

obl i gations under the approximtely 20-percent reduction

settl enment arranged by McWade and DeCastro.

DeCastro thereafter played on the fears of Sins and MWde
that he would wal k away fromthe test case trial to extort the
addi tional reduction agreed to in |late 1988 and early 1989 that
woul d generate the refunds that were to be used to pay his fees
for providing | egal representation to the Thonpsons at the trial.
The new Thonpson settlenment had no rationale quantifiably rel ated
to the hazards of litigation or the nerits of the case; it was
based on the opportunistic estinmates of McWade and Decastro of
what was needed to bring about a particular financial result that
has little or no congruence with the situation in which the
petitioners before the Court now find thenselves. The fact that
t he Thonpsons had al ready nade the paynents required by the
earlier 20-percent reduction settlenent provided the fund that

was ripening for the taking under the new settlenent. As it
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turned out, the overall reduction of approximtely 62 percent in
t he Thonpson deficiencies provided by the new settl enent was nore
t han enough to produce the approxi mately $60, 000 of refunds
McWade and DeCastro thought woul d be needed to pay DeCastro’s
original estimate of what his fees would be. As it further
turned out, the additional interest on the Thonpsons’ paynments
under the original settlenent was sufficient to provide DeCastro
with an additional fee that he (and perhaps M. Thonpson)
probably felt was justified by his success in keeping the new
settlenment in effect, as well as |leave a surplus to be retained
by the Thonpsons. %

Test case and nontest case petitioners in the main fall into
two groups, both of which are nowin different situations from
the situation of the Thonpsons 15-20 years ago. It is the
Court’s inpression that a substantial majority of nontest case
petitioners are in the unhappy situation of having foll owed
Kersting' s advice to stand pat. They neither settled their cases
nor nmade any remttances in respect of the deficiencies
determ ned against them Wth the passage of years and the
operation against them of the force of conpound interest, they

claimthat they have been facing financial ruin, with all its

3The | ack of legal rationale and the opportunistic
character of the new settlenent are enphasized by the fact that
it was entered into after the litigation risk that supported the
original 20-percent reduction settlenent had evaporated with the
publication of this Court’s opinion in D xon |
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attendant anxieties; this is because they did not have the
foresight or the discipline to invest the chimerical tax savings
t hey had appropriated by using the Kersting shelters to support
their original return positions.® On the other hand, there are
a mnority of petitioners who, w thout conceding their
liabilities, have stopped the running of interest against
t hensel ves by prepaying the Kersting deficiencies the IRS had
det erm ned agai nst them?® Wth the passage of time and the
operation in their favor of the force of conpound interest, this
mnority of petitioners are entitled, under the D xon V opinion
and mandates, to substantial refunds, and properly so.

A further coment: The financial burden of petitioners who
di d not prepay has been substantially aneliorated--but not
conpletely elimnated--by respondent’s concession that no

interest will be charged on deficiencies for the period of the

%6The bul k of petitioners in the Kersting project appear to
have been commercial airline pilots. There is no evidence in the
record of their financial sophistication or |ack thereof, either
individually or as a group.

3"The Court understands that this group includes the
remai ning test case petitioners, with the exception of the
Di xons, who received a discharge in bankruptcy. By collecting
the deficiencies fromthe test case petitioners because of their
failure to file appeal bonds, cf. Estate of Kanter v.
Commi ssioner, T.C Meno. 2006-46, respondent has put those
petitioners in the advantageous position of being entitled to
col l ect substantial refunds, on which interest has been accruing
and conpoundi ng over the years without attracting current annual
tax liabilities. O course, the interest conponent of those
refunds wll be includable in gross incone of the recipients when
finally paid.
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appeals to the Ninth Grcuit. That concession, pronpted by
respondent’s recognition of responsibility for the delay in
resol ving the Kersting project cases caused by the need to

i nvestigate the m sconduct of respondent’s attorneys, seens
appropriate, but also generous. Even if there had been no

m sconduct by respondent’s attorneys, the appeals filed by test
case petitioners, before the m sconduct was di scovered, would
have taken sone substantial tinme beyond June 1992 to resol ve.
The anelioration is substantial because it has stopped the
further accrual and conpoundi ng of interest on the deficiencies
for nore than 13 years. The anelioration is not conpl ete because
many petitioners have deficiencies going back to the late 1970s
and early 1980s.

The bottomline is that, in the absence of the m sconduct,
petitioners who did not prepay woul d have been required to pay
substantially nore than they will be required to pay under the
mandates. Moreover, they will be entitled to pay these reduced
anounts many years |ater than woul d have been necessary if there
had been no m sconduct. As a result of respondent’s concession,
t hey have had the use of the noney due for their reduced
deficiencies for nore than 13 additional years. Stated
differently, they have enjoyed for nore than 13 years the
equi valent of an interest-free | oan of the reduced deficiencies

and interest they will now have to pay.
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In sum this Court has determned the terns of the Thonpson
settlenment. Qur decisions in these cases will apply those terns
to test case and nontest case petitioners alike. Subject to the
review of the Court of Appeals, our opinion and decisions wll
provide the tenplate for the disposition of the nore than 1, 300
pendi ng cases in the Kersting project.

The thoughts underlying the foregoing cormments have infornmed
our effort not only to determne and apply the terns of the
Thonpson settl enent, but also our effort to put petitioners, to
the extent possible and practicable, in positions simlar to that
provi ded by the Thonpson settlenent. Although it may be
i npossible to put petitioners in the sanme position, financial or
ot herwi se, the Thonpsons were in 15 to 20 years ago, we observe
that the Code provisions for interest on deficiencies and
over paynents, % in which are enbedded the tine val ue of noney
principles that underlie all financial planning,?3 provide the
only avail abl e appropri ate neans of approximting the desired

equi val ence. 4°

38Secs. 6601, 6611.

3See generally, e.g., Brealey & Myers, Principles of
Cor porate Finance (7th ed. 2003).

“°Gokhal e & Snetters, “Measuring Social Security’s Financial
Qutl ook within an Aging Society”, Daedalus 91-92 n.2 (Wnter
2006), comment that discounting to present value, an operation
integral to giving effect to the tinme val ue of noney, makes it
possi ble “to place dollars accruing at different points in tine
(continued. . .)
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For two reasons, those petitioners who prepaid wll receive
refunds many tinmes greater than the Thonpsons received: Most of
those petitioners probably made paynents equal to their
originally determ ned deficiencies, not just 80 percent thereof,
| i ke the Thonpsons, and their refunds will be exponentially
i ncreased by interest accruals because they have had to wait much
| onger than the Thonpsons did to receive their refunds.

On the other hand, those petitioners who, unlike the
Thonpsons, did not prepay will have deficiencies that will be
reduced in the sanme proportion as the Thonpsons’ deficiencies
were finally reduced under the settlenent. Although they wll
still have to pay those reduced deficiencies with interest
accruing until md-1992, their interest obligation will have been
substantially reduced by respondent’s concession. W concl ude
t hese comments by again observing that these petitioners wll
still be substantially better off financially than they woul d
have been in the absence of respondent’s m sconduct. And so
should it be, in accord wth the sanction the Court of Appeals
has fixed as the appropriate judicial response to the m sconduct

of respondent’s attorneys.

40(...continued)
on an equal valuation scale”.
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Procedural |ssues Foll owi ng Renmand

A. Pr ocedur al Post ure

These cases are before the Court pursuant to the DuFresne
and D xon V opinions and nandates of the Court of Appeals for the
Ninth Crcuit. They therefore present issues in a procedural
posture dianetrically different fromthe standpoint from which we
usually redeterm ne income tax deficiencies or overpaynents
arising fromnotices of deficiency or refund clains. Here, the
traditional roles of petitioner and respondent are reversed. In
this phase of the proceedings, it is respondent, not petitioner,
whose activities are being questioned. It is respondent, not
petitioners, who is charged wth having the necessary records and
t he personnel who have recollections regarding the matters at
i ssue.* Because of the unique posture of this case, it is
respondent, not petitioner, who often argues that a deduction has
been properly clainmed and all owed (and thus should not be
i ncl uded as one of the taxpayer benefits of the Thonpson

settlenment), while petitioners argue the contrary.

41t should be noted that, followi ng the remand in D xon V,
neither side called DeCastro, Mcwade, or Sins as a wtness. W
understand that DeCastro is seriously ill, so he was not
avai l able. W have no such information about MWade or Sins;
perhaps their previous failures to persuade this Court of their
credibility discouraged both sides fromcalling them



B. Law of the Case

The Court of Appeals for the Ninth Crcuit recently
expl ained the | aw of the case doctrine as foll ows:

“The law of the case doctrine requires a district
court to follow the appellate court’s resolution of an
issue of law in all subsequent proceedings in the sane
case.” United States ex rel. Lujan v. Hughes Aircraft
Co., 243 F.3d 1181, 1186 (9th Cr. 2001). The doctrine
applies to both the appellate court’s “explicit
decisions as well as those issues decided by necessary
inplication.” United States v. Cote, 51 F.3d 178, 181
(9th Cr. 1995) (quoting Eichman v. Fotomat Corp., 880
F.2d 149, 157 (9th Cr. 1989)). * * * JA -Safin v.
Crcuit Gty Stores, Inc., 394 F. 3d 1254, 1258 (9th
Cir. 2005).]

In relying upon its inherent authority to sanction the IRS by
extending the benefit of the Thonpson settlenent to al

interested parties, the Court of Appeals by necessary inplication
concl uded that the doctrine of inherent authority trunps the
doctrine of sovereign immunity (the latter generally prohibiting
the inposition of nonetary sanctions against the United States
absent the express consent of Congress).* W therefore are not

concerned with that issue.

42The principle that a court has inherent power to inpose
sanctions is well established. “It has | ong been understood that
‘[clertain inplied powers nmust necessarily result to our Courts
of justice fromthe nature of their institution,” powers ‘which
cannot be dispensed with in a Court, because they are necessary
to the exercise of all others.’” Chanbers v. NASCO 501 U S. 32,
43 (1991) (quoting United States v. Hudson, 11 U S. (7 Cranch)
32, 34 (1812)).
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C. Parties Before the Court

The opinion of the Court of Appeals directs this Court “to
enter judgnent in favor of Appellants and all other taxpayers

properly before this Court”. Dixon v. Conmm ssioner, 316 F.3d at

1047. In a technical sense, the D xon V opinion and the
i npl enenti ng mandates m ght be deened to extend only to those

parties who filed notices of appeal. See Abatti v. Conm Ssioner,

859 F.2d 115, 120 (9th Cr. 1988). W believe, however, that the
Court of Appeals did not intend a technical, restricted
application of its opinion and mandates, nor, apparently, do the
parties. Followng the hearings in these cases, the parties
filed a stipulation of settled issues. Anong other things, that
stipulation recites:
1. The Kersting deficiencies of any petitioner

who has filed a piggyback agreenment wth the Tax Court

shall be determined in accord with the Ninth Circuit’s

mandates as i nplenmented by the Tax Court on remand in

this proceeding * * *.

2. The Kersting deficiencies of any petitioner

in a case docketed before the Tax Court who has not

filed a piggyback agreenent wll, absent a show ng of

cause, be determned in accord with the Ninth Crcuit’s

mandates as i nplenmented by the Tax Court on remand in

this proceeding * * *.
We read these stipulations to apply to all open cases of
petitioner participants in the Kersting tax shelter progranms. In
ot her words, the parties have agreed--and properly so--that the
sanction applies to benefit not only to test case petitioners,

but also to nontest case petitioners in all remaining docketed
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cases in the Kersting project, whether or not they signed
pi ggyback agreenents.

D. Burden of Proof

In our Dixon Il opinion, we noted several factors that
inpelled us to inpose the burden of proof on respondent with
respect to whether the m sconduct of respondent’s attorneys
resulted in a fundanental defect or in harmless error. Those
sane factors apply to the present proceedi ngs concerning the
scope and application of the Thonpson settlenent. As in Dixon
11, respondent has had direct and i medi ate access to the
critical witnesses and nost of the rel evant docunents since My
1992, when the m sconduct of respondent’s attorneys first cane to
light. Further, respondent conducted an internal investigation
of that m sconduct, w thout the participation of outside parties,
soon after discovering the m sconduct. Petitioners, on the other
hand, have had to rely on discovery and circunstantial evidence,
pl us what ever evi dence respondent has reveal ed voluntarily.
Petitioners have been far | ess favorably situated than respondent
to produce the factual record needed to decide these cases on
remand. Furthernore, and finally, as we have previously
observed, these cases are not in the normal deficiency posture,
and it is the m sconduct of respondent’s attorneys that is under
review. Accordingly, we again conclude that the interests of

justice are better served by placing the ultinmte burden of proof
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and persuasi on on respondent, and we so hold.* See Rockwell v.

Conmm ssi oner, 512 F.2d 882, 885-887 (9th G r. 1975), affg. T.C

Meno. 1972-133.

We recogni ze that inposing the burden of proof on respondent
may put respondent in the difficult position of having to prove a
negative; i.e., that a given outcone or transaction involving the
Thonpsons was not a result of the Thonpson settlenment. In other
ci rcunst ances, when a taxpayer has the burden of proving the
negative of a proposition, such as proving the nonreceipt of
i ncone, the Court of Appeals for the Ninth Crcuit requires the
Comm ssioner to produce at | east sonme substantive evidence
i nking the taxpayer to the inconme-producing activity. See

Wei nerskirch v. Conmm ssioner, 596 F.2d 358, 361 (9th Gr. 1979)

(respondent nust offer “some foundational support” of the receipt
of such incone), revg. 67 T.C. 672 (1977). Accordingly, in the

matter at hand, it is appropriate to require petitioners to

“3petitioners have filed a notion, as supplenented by a
| ater notion, asking the Court to assign the burden of proof to
respondent on 22 specified issues; in so doing, petitioners aver
that they do not seek a general allocation of the burden of proof
to respondent. Respondent has objected to these notions, quoting
Kluger v. Conm ssioner, 83 T.C. 309, 310 n.1 (1984), for the
proposition that the Court “has never, in any context, invoked
such a sanction”™. Qur action in Dixon IIl in shifting the
general burden of proof and persuasion to respondent in that
phase of these proceedi ngs belies respondent’s objections. W
have concl uded that no useful purpose would be served by
addressing petitioners’ notions on an issue-by-issue basis.
Suffice to say we have assigned the burden of proof and
persuasi on to respondent on each issue of fact that bears on the
scope and ternms of the Thonpson settl enent.
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produce at |east sonme substantive evidence indicating that
asserted benefits to the Thonpsons are the result of the Thonpson
settlenment, at |east when respondent is in the position of having
to prove the contrary. |In this regard, it is appropriate for
petitioners to rely upon circunstantial evidence, although here,
as in other contexts, “‘mere suspicion or specul ation does not

rise to the level of sufficient evidence'”. See United States v.

D nkane, 17 F.3d 1192, 1196 (9th Cr. 1994) (quoting United

States v. Stauffer, 922 F.2d 508, 514 (9th G r. 1990)).

Finally, we believe the factual issues regarding the
operative terns and scope of the Thonpson settl enent, now that
t he exi stence and overall significance of the m sconduct have
been determ ned, do not present policy considerations that
requi re a hei ghtened standard of proof, such as the requirenment
of “clear and convincing” proof of fraud inposed by our Rule
142(b) in deficiency cases, that we applied in Dixon Ill against
respondent in an earlier phase of these proceedi ngs.
Accordingly, we hold that the quantumor |evel of respondent’s
burden is a “preponderance” of the evidence, the traditional
gquantum or | evel of proof required under Rule 142(a) and the case

| aw t hereunder.* This is the sane standard to whi ch we and

“Petitioners have not sought to allocate the burden of
proof to respondent on the ultinmate question of whether the
Thomson settlement is characterized as a 20-percent reduction in
deficiencies, plus the paynent of the Thonpsons’ |egal fees, or
(continued. . .)
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ot her courts have, for many years, held taxpayers on questions of
general tax liability, and we believe that this is the
appropriate standard to apply to respondent in this phase of the

proceedi ngs. See Rule 142(a); Welch v. Helvering, 290 U S. 111

115 (1933); Am Pipe & Steel Corp. v. Conmm ssioner, 243 F.2d 125,

126-127 (9th Cir. 1957), affg. 25 T.C. 351 (1955).

1. Defi ni ng and Applying the Thonpson Settl enent

A. Overvi ew

In Al-Safin v. Crcuit City Stores, Inc., 394 F.3d at 1258,

the Court of Appeals rem nded us that its opinion may be
consulted to ascertain what was intended by the mandates. In

Di xon V, the Court of Appeals described the basis of the “secret
settlenment agreenents” with the Thonpsons and the Cravenses as
follows: “A condition of their settlenents required Thonpson and
Cravens to remain test case petitioners. * * * Wth respect to
Thonmpson, McWade agreed to have Thonpson’s tax deficiencies
reduced in proportion to his attorney’s fees, which exceeded

$60, 000.” Dixon v. Conm ssioner, 316 F.3d at 1044; fn. ref.

44(...continued)
as a 62-percent reduction. See Part C, infra. W observe that
the significant evidentiary facts on this issue are not in
di spute, so that the burden of proof does not enter into what we
see as a problem of |egal characterization. Therefore, the
guestion does not arise whether we should enpl oy sone hei ght ened
standard of proof, such as “strong proof” or “clear and
convi nci ng” proof, that m ght otherw se arise when a party to a
transaction seeks to disregard the formenployed. Qur resolution
of this issue does not depend on the allocation or standard of
t he burden of proof.
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omtted. The Court of Appeals further described the Thonpson
settlenment as a “vehicle for paying Thonpson’s attorney’'s fees”,
not wi t hst andi ng McWade’ s testinony that the settlenent “was
attributable to a separate transaction.” 1d. at 1045.%

The opinion of the Court of Appeals displays its
under st andi ng that the Thonpson settl enent was a covert
transaction, a “secret settlenent agreenent” that “was a vehicle”
to provide the Thonpsons w th advant ages--incl udi ng paynent of
attorney’s fees through a drastic reduction of deficiencies, and
elimnation of Kersting and non-Kersting additions--over and
above those offered to other taxpayers. Thus, while our sanction
shoul d put the other affected taxpayers in the position of having
recei ved the benefits the Thonpsons received, those benefits
shoul d be fairly traceable to the sanctionabl e conduct of
respondent’s counsel, McWade and Sinms. As we inforned the

parties in an order dated February 28, 2005:

The reference to a “separate transaction” is to the
Thonpsons’ participation in the Bauspar program In his brief to
the Court of Appeals, |zen explained that MWade and Sins had
m sled this Court by “denying that the Thonpsons [sic] settlenent
was a vehicle for paying DeCastro’s |egal fees for representing
the Thonpsons at the trial of the test cases, [and] by testifying
that the Thonpsons [sic] settlenment was attributable to the
Thonpsons’ participation in the Bauspar program’” Addi tionally,
as we observed in Dixon IIl, “M. MWde testified that the
Thonpsons’ settlenent was revised in the summer of 1989 in order
to di spose of the Bauspar issue. M. MWde denied that the
Thonpsons’ settl enent was revised to provide a neans for the
Thonpsons to pay M. DeCastro’s attorney’'s fees.”
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The nere fact that the Thonpsons received a tax benefit
is insufficient to enable the Court to concl ude that
the benefit was part of the settlement. Wth respect
to each item it is also necessary to show, or find it
appropriate to assune, that respondent’s counsel played
an enabling or facilitating role in procuring or
assuring the benefit to the Thonpsons.

B. Ar eas of Agreenent

The parties’ stipulation of settled issues, in addition to
delineating the beneficiaries of the Court of Appeals’ nandates,
see supra Part |1.C., establishes some common ground regarding the
relief to which those beneficiaries are entitled:

3. The “burnout” elenent of the Thonpson
settlenment is as follows:

(a) for taxpayers with 2-3 taxable years
before the court, the first year’s
deficiencies are shifted forward and
conbined with the deficiencies in the
second year then reduced in accord with
the NNnth Crcuit’s nandate; and

(b) for taxpayers with 4 or nore taxable
years before the court, the first year’s
deficiencies are shifted forward to the
second year and the second year’s
deficiencies are shifted forward and
combined with the deficiencies in the
third year, after which all deficiencies
are reduced in accord with the N nth
Circuit’s mandate.

4. No petitioner will incur any penalties
stenm ng from such petitioners’s [sic] Kersting
defi ci enci es.
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We incorporate the foregoing stipulations in the relief we
announce today. %

As for the deficiencies thenselves, petitioners and
respondent have agreed that the originally determ ned Kersting
deficiencies should be reduced in proportion to the nonetary
benefit the Thonpsons received as a result of the new agreenent
bet ween McWAde and DeCastro. As petitioners explain: “To
determ ne a percentage reduction of aggregate deficiencies
requires a numerator and denom nator, the nunerator being the
anount the Thonpsons actually paid under the settlenent and the
denom nat or being the anount they would have paid absent the
settlenent.”% W agree, with the initial caveat that, inasnuch
as the parties address both interest and Kersting-rel ated
penal ties el sewhere, we disregard those itens in determ ning what
t he Thonpsons paid (the nunerator) and woul d have paid (the

denom nat or).

W& do not adopt all aspects of the parties’ stipulation of
settled issues. See infra note 67.

4’Actual ly, the resulting percentage would represent the
proportion of proposed deficiencies that affected taxpayers would
be required to pay. To obtain the “percentage reduction” it wll
be necessary to subtract the percentage so found from 100
percent .
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C. Starting Point: The Thonpsons' Settl enent
of Proposed Deficiencies for 1979-1981

1. Respondent’s Position

Respondent’ s characterization of the Thonpsons’ settl enent
of their 1979-1981 deficiencies, as set forth in a status report
dated May 28, 2003, has remai ned constant throughout the
proceedi ngs on remand from Di xon V. Respondent maintains, “from
a substantive standpoint”, that the Thonpsons’ settlenment of
their 1979-1981 deficiencies “amunted to a 20% reduction of the
deficiencies”*® plus “paynent of the Thonpsons’ attorney’s fees
incurred with respect to the actual trial of the test cases

resulting in the opinion in D xon v. Conm ssioner, T.C Meno.

1991-614 (Dixon I1).” In other words, respondent maintains that
the settlenent fraction nunerator--“the anount the Thonpsons
actually paid under the settlenent”--is $63,000 (the anount of
tax the Thonpsons remtted to the IRS in June 1987). 1In
respondent’s view, the settlenment should not reflect the

addi tional $33,000 reduction in tax plus the acconpanying

i nterest reductions that generated the refunds of $30,000 in July
1989 and $32,250 in February 19934 that were signed over to

DeCastro, nor the interest refunds on the resulting overpaynents

“8\Mobre accurately, 20.55 percent (from $79,294 to $63, 000).

“*Respondent applied the remaining $750 to the Thonpsons’
1988 tax year.



- 89 -

that funded an additional fee paynment to Decastro later in 1993
and still left over sonething that was retained by the Thonpsons.
Respondent argues that, because none of the other
petitioners (test case or nontest case) incurred attorney’'s fees
for the test case trial (all such fees were paid by Kersting),
t hose petitioners would receive an economc wi ndfall if we were
to use the actual 62-percent reduction in the Thonpsons’ 1979-
1981 deficiencies as the starting point for our renedy.
Respondent reasons that the 62-percent characterization would
provide a benefit to petitioners (the reduction in their proposed
deficiencies by an additional 42 percent) that the Thonpsons did
not enjoy due to their inplicit obligation to turn over the bulk
of the resulting refunds to DeCastro as paynent for | egal
services that conferred no discernible benefit to them
Respondent further argues that the relatively small portion of
the refunds of tax and interest ultimtely retained by the
Thompsons ($17, 224. 61 out of $98,449.61) is rendered even nore
insignificant by the fact that the Thonpsons reported al nost
twi ce that anount ($33,966.68) as gross interest inconme received
fromthe RS in 1993 on which they paid tax.® In sum

respondent argues, the sweetener enbodied in the final settlenent

50 Respondent overl ooks the fact that the refunds of
$33, 966. 68 of taxable interest income reported by the Thonpsons
for 1993 were substantially exceeded by the $51, 000 deduction for
| egal fees clainmed by and allowed to them for that year.
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that was achi eved by increasing the deficiency reduction
percentage from 20 percent to 62 percent in effect should be
di sregarded because the refunds generated thereby purchased
not hi ng of value and provided at nost a de mnims increase in
t he Thonmpsons’ net worth. 5

2. Petitioners’ Position

In sharp contrast, petitioners view the Thonpsons’
settlenment of their 1979-1981 deficiencies strictly in terns of
t he percentage reduction in the total anount of tax the Thonpsons
were required to pay. Thus, petitioners maintain that the
starting point for determ ning the percentage reduction in
deficiencies to which they are entitled is 62.17 percent,
representing the final total reduction of the Thonpsons’ proposed
deficiencies for the years at issue from$79,294 to $30, 000.

In addition to their argunment that the formof the
Thonpsons’ settlenent of their 1979-1981 deficiencies (62.17-
percent reduction) provides the starting point for determning
the appropriate sanction in these cases, petitioners dispute

respondent’s assertion that the paynment of DeCastro’s fees was

51A nore nuanced adoption and application of respondent’s
argunent mght arrive at sonme percentage between 20 percent and
62 percent by increasing the 20 percent to reflect the anount of
the refunds actually retained by the Thonpsons or the anmount they
expected or were expected to retain after their endorsenent over
to DeCastro of the first two refunds. Neither side has advanced
such an argunent.
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one of the substantive elenents of that settlenent. Petitioners
urge that the evidence does not support a finding that the
Thonpsons’ use of the refunds generated by the final reduction in
deficiencies was restricted in any way. They point to sone
i nconsistencies in the estimate of total fees that DeCastro had
given to McWade, as well as DeCastro’s initial reluctance to
acknow edge that respondent had arranged to pay his fees.
Accordingly, petitioners argue that the substance of the
Thonpsons’ settlenent of their 1979-1981 deficiencies did not
depart fromthe formin which respondent provided it--that is, a
reduction of 62.17 percent in the deficiencies originally
determ ned for those years.
3. Anal ysi s

As a threshold matter, we do not believe that the
i nconsi stenci es perceived by petitioners outweigh the direct and
circunstantial evidence that, in substance, the Thonpsons’
settlenment of their 1979-1981 deficiencies was, in the words of
the Court of Appeals, a “vehicle for paying Thonpson’s attorneys’
fees”. The preponderance of the evidence shows that, when they
made their final deal, MWade and DeCastro intended that the
refunds generated by the final reduction of the Thonpsons’
deficiencies would go to DeCastro in paynent of his fees. The
fact that the Thonpsons endorsed the first two refunds--two

checks totaling $62,225--directly to DeCastro’s law firm confirns
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that intention. 1In a telephone call w th Bakutes on June 10,
1992, DeCastro hinself conceded that the refunds were intended as
a neans of paying his fees.

Al t hough we recogni ze that the paynent of DeCastro’'s fees
was an essential elenent of the Thonpsons’ settlenent of their
1979- 1981 deficiencies, it does not follow that respondent’s
characterization of that settlement (20-percent reduction in
deficiencies plus paynent of attorney’s fees) nust prevail. From
a practical standpoint, respondent overl ooks the fact that the
refunds generated by the reduction in deficiencies exceeded the
| egal fees they were intended to defray. Mre inportantly,

i nasnmuch as the Court of Appeals has taken us to task for twce
failing “to equitably resolve” a situation in which respondent’s
attorneys commtted fraud on the court, we believe respondent
shoul d be held to the formof the new settlenent. That is, we do
not think it appropriate to define the Thonpsons’ settlenent of
their 1979-1981 deficiencies only by reference to its asserted
subst ance, which would require respondent to reduce the proposed
deficiencies of the affected taxpayers by only 20 percent (this
woul d be the practical effect, because, although respondent woul d
al so be required to reinburse the affected taxpayers for

attorney’s fees, none of the affected taxpayers paid any such
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fees).® W instead think it appropriate to hold respondent to
the formof the transaction adopted by his m sbehaving attorneys,
i.e., the reduction of the Thonpsons’ 1979-1981 defi ci encies by
62.17 percent, without regard to the fact that the Thonpsons used
the bulk of the refunds generated thereby to pay DeCastro’ s fees.
We recogni ze that, in the usual case, it is taxpayers who
are held to the formof the transaction they have adopted; once a
party has chosen to organi ze his affairs in a certain fashion
“he nmust accept the tax consequences of his choice, whether
contenplated or not * * * and may not enjoy the benefit of sone
ot her route he m ght have chosen to follow but did not.”

Conmi ssioner v. Natl. Alfalfa Dehydrating & MIling Co., 417 U.S.

134, 149 (1974). On the other hand, respondent generally may
di sregard the taxpayer’s form and, if that formis “unreal or a
sham may sustain or disregard the effect of the fiction as best

serves the purposes of the tax statute.” H ggins v. Smth, 308

U S. 473, 477 (1940). W also recognize that, in these cases,
the traditional roles of petitioner and respondent have been
reversed. Requiring respondent to assune the procedural posture
of a taxpayer does not necessarily prohibit respondent from

asserting substance over form W have in mnd the foll ow ng

°2The attorney’s fees incurred by petitioners for which
respondent may be liable relate to further proceedings required
by the m sconduct of respondent’s attorneys and are in no way
anal ogous to the Thonpsons’ fees to DeCastro for his
representation in the original trial in D xon II
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coment of Judge Wsdom “The taxpayer too has a right to assert
the priority of substance--at |least in a case where his tax
reporting and actions show an honest and consistent respect for

t he substance of a transaction.” Winert v. Conm ssioner, 294

F.2d 750, 755 (5th Cir. 1961), affg. 31 T.C. 918 (1959).5°

Qur difficulty with respondent’s assertion of the “priority
of substance” arises fromthe failure of respondent’s actions to
show “an honest and consi stent respect for the substance of [the]
transaction.” Here, respondent, through his forner attorneys,
did not show respect for the substance of the transaction.
McWade and Sins tried to hide the settlenent fromtheir
supervisors, fromthe other parties, and fromthe Court. As we
have seen, and the Court of Appeals has noted, D xon v.

Conmm ssi oner, 316 F. 3d 1044 n.5, when Thonpson was about to

reveal his settlenent in open court, MWade i medi ately steered
hi mto another subject. Nor did respondent’s attorneys manifest
a consi stent respect for the substance of the transaction. In
subst ance, the Thonpsons’ settlenent of their 1979-1981
deficiencies was a vehicle for paynent of their attorney’ s fees,
but respondent, again through his former attorneys who
perpetrated the fraud, characterized it as a refund of taxes to

the Thonpsons that was solely attributable to Bauspar.

%3 See Smith, “Substance over Form A Taxpayer’'s Right to
Assert the Priority of Substance”, 44 Tax Law. 137, 142 (1990).



- 95 -

We therefore reject respondent’s assertion of substance over
form W shall instead apply to respondent the nondi savowal

principle of Comm ssioner v. Natl. Alfalfa Dehydrating & MI1ling

Co., supra at 149, that a party who has chosen to organi ze his
affairs in a certain fashion “nust accept the tax consequences of
hi s choi ce, whether contenplated or not * * * and may not enj oy
the benefit of sone other route he m ght have chosen to foll ow
but did not.” W believe the settlenent of the Thonpsons’ 1979-
1981 deficiencies nust be applied by giving effect to their
recei pt of the entire anmount of the refunds, rather than by
di sregardi ng such receipt as a nere formality in the process of
what was, in substance, respondent’s manipul ation of the tax
adm ni strative process to use the Thonpsons as a conduit to pay
DeCastro’s fees.

We are not content to rest our conclusion solely by invoking
t he nondi savowal principle to hold respondent to the formof the
transaction. To do so mght give rise to the inplication that we
have di sregarded the substance of the transaction. |If we did no
nore than disregard the substance of the Thonpson settlenent by
upholding its form respondent m ght well inpeach our concl usion
by arguing that we thereby woul d have di sregarded the mandate of
the Court of Appeals for the Nnth Grcuit to put all petitioners

“in the sane position as provided in the Thonpson settl enent”.
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We therefore push the analysis further by observing that our
concl usion accords with principles of Federal incone taxation
devel oped by the Suprene Court in anal ogous situations.
Specifically, our treatnent of the Thonpson settlenent is
anal ogous to the treatnment of taxpayers who are held to have
recei ved gross inconme, even though that income was paid directly

to athird party. Petitioners cite AOd Colony Trust Co. v.

Comm ssioner, 279 U S. 716 (1929), in which the Suprenme Court

held that an enployer’s paynent of its enpl oyees’ incone taxes
shoul d be recogni zed as a taxabl e paynent of additional
conpensation to the enpl oyee. *

Qur conclusion is supported by the recent decision of the

Suprenme Court in Comm ssioner v. Banks, 543 U.S. 426 (2005).

There, M. Banks settled an enploynent discrimnation suit for
$464, 000 and, pursuant to a contingent fee arrangenent, paid his
attorneys $150, 000 of that anmobunt. The Suprene Court held that
t he $150, 000 fee amount was includable in the gross inconme of M.

Banks, notw thstanding his preexisting obligation to pay

W note that the Thonpsons did not report as gross incone
the first refund of $30,000, presunably because it was a refund
of tax they had previously paid. Mreover, they did not claim
t hat anmount as a deduction under sec. 212(3) when they endorsed
the check for that anount to DeCastro, as a partial paynent on
account of his legal fees. Although their failure to claimthe
deduction operated as a tax detrinment to the Thonpsons, there is
no evidence that their forbearance was in any way related to the
deal with MWade.
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approximately one-third of his total recovery to his | awers.>®
We read the Suprenme Court’s opinion in Banks as confirm ng and
applying the general principle that the portion of a settl enent
that is dedicated to the paynent of the plaintiff’'s attorney’s
contingent fee is still regarded as received by the plaintiff
even though he is not expected or entitled to retain it.

Qur conclusion is guided also by the fact that the Court of
Appeal s has specifically directed us to provide the equival ent of
t he Thonpson settlenent as a sanction agai nst respondent. W do
not believe that the Court of Appeals contenplated the
application of this aspect of the Thonpson settlenent in the way
t hat respondent urges, that is, as a 20-percent reduction in
proposed deficiencies, together with the hollow requirenent that
respondent reinburse the many ot her affected petitioners for

attorney’s fees that in fact they never incurred. If we did so,

W note that in Kenseth v. Conmi ssioner, 114 T.C. 399
(2000), affd. 259 F.3d 881 (7th Gr. 2001), a mgjority of this
Court upheld respondent’s contention that the taxpayers were
chargeable wth the recei pt of gross incone on the portion of a
settlenment that was used to pay their attorney under a contingent
fee arrangenent. |In Kenseth, the taxable year was 1993, the
taxabl e year for which, in the matter at hand, respondent
contends that we should disregard as a fornmality the Thonpsons’
recei pt of the second refund they used to pay their attorney.

We observe that our hewing to the formof the transaction as
generating refunds of tax and interest to the Thonpsons obvi ates
any argunent by petitioners that the Thonpsons received a tax
benefit in not being required to report as gross incone the
recei pt of the refund of tax that enabled themto nmake their
first installnment paynent of DeCastro’s attorney’ s fees.
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we woul d not be applying the equival ent of the Thonpsons’ 1979-
1981 settlenent; instead we woul d be applying essentially the
sane 20-percent reduction settlenent that McWade extended to

ot her taxpayers, including other clients of Chicoine and Hallett
and DeCastro, the nonetary benefit of which respondent woul d have
been content to allow the Thonpsons to retain. W believe the
nodest deficiency reduction percentage urged by respondent woul d
not provide an appropriate sanction for m sconduct that the Court
of Appeals has held to be a fraud on this Court. To adopt
respondent’s view would be to ignore the financial ternms and
effects of the final settlenent that was sweetened for the
illicit purpose of creating the fund fromwhich DeCastro’s trial
fees coul d be paid.

We conclude that the Court of Appeals intended that the
Thonpsons’ “secret agreenment” with respect to 1979-1981, to the
extent it reflected the reduction of deficiencies to $30,000 for
those years, is to be applied as a reduction of 62.17 percent in
the Kersting deficiencies of the affected taxpayers, rather than
t he 20-percent reduction urged by respondent, or sone
i nternmedi at e percentage based upon the actual or expected anounts
of the refunds to be retained by the Thonpsons after paynent of
DeCastro’s fees. See supra note 51. In terns of the “settl enent
fraction” discussed above, we begin with a nunerator of $30, 000

(the total 1979-1981 tax deficiency the Thonpsons paid) and a
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denom nator of $79,294 (the 1979-1981 tax deficiencies the
Thonpsons woul d have paid absent the settlenent).

D. O her Benefits Relating to the Thonpsons'’
1981 Tax Year

1. Eli m nation of the Thonpsons' Late
Filing (Non-Kersting) Addition for 1981

Petitioners maintain that the denom nator of the settl enent
fraction should be increased by $4,934.32, representing the late
filing addition in the Thonpsons’ statutory notice for 1981 that
t hey woul d have had to pay absent the settlenent of their 1979-
1981 tax years. W disagree. Respondent’s proposed application
of non-Kersting penalties and additions was specific to
i ndi vi dual taxpayers, unlike the Kersting-related deficiencies
and additions for which all affected taxpayers are liable. For
that reason, we believe it is appropriate to limt the benefit of
this aspect of the Thonpson settlenment (relief fromliability for
non- Kersting additions) to those affected taxpayers who, |ike the
Thonpsons, were subject to non-Kersting additions. W therefore
deal with this aspect of the Thonpson settlenent separately from
our determ nation of the percentage reduction in Kersting
deficiencies that will apply to all affected taxpayers. See

infra Part I1.G 1.
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2. Respondent’s Failure To Address the
Bauspar |ssue in the Thonpsons' Statutory
Notice for 1981

As di scussed above, the Thonpsons began participating in the
Bauspar programin 1981. Respondent’s notice of deficiency with
respect to the Thonpsons’ 1981 tax year did not disallowthe
$8, 000 cl ai med by the Thonpsons on their 1981 return as hone
nortgage interest, interest that was probably attributable to the
Bauspar program By August 1985, when the Thonpsons filed their
petition in this Court for 1981, respondent was generally
precluded fromrevising the statutory notice to include the
Bauspar issue. See sec. 6212(c)(1l). Because that cutoff date
predates the Thonpsons’ retention of DeCastro by nore than a
year, respondent’s failure to include the Bauspar issue in the
statutory notice for 1981 could not have been part of the secret
settl enment agreenent between DeCastro and M\Wade. ¢

E. Benefits to the Thonpsons Relating to Years
O her Than 1979-1981

1. | n General

Respondent maintains that the only years covered by the
Thonpson settl ement were the Thonpsons’ 1979-1981 taxabl e years

before the Court in this proceeding. Petitioners, on the other

*®Respondent presunably coul d have rai sed the Bauspar issue
| ater by seeking | eave to anend his answer in the Thonpsons’ 1981
Tax Court case. See sec. 6214(a); Rule 41(a); Rule 142(a)
(shifting the burden of proof to the Conm ssioner with respect to
the increased deficiency). For reasons discussed infra in Part
I1.E 4., we need not concern ourselves with that possibility.
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hand, maintain that the Thonpson settl enent covered a nunber of
years between 1979 and 1993, thereby increasing the percentage
reduction in Kersting deficiencies to which they are entitled to
79. 95 percent.® They base this percentage on their cal cul ation
that, absent the settlenent, the anmount of taxes the Thonpsons
woul d have pai d respondent for the taxable years 1979-1983, 1986-
87, and 1993 was $143,894. 10, while the anobunt they actually paid
was $28, 894. 87 ($30,000 reduced by $1, 105.13 that respondent
mai ntains M. Thonpson inproperly received as rei nbursenent for
his travel to Hawaii to testify in the Dixon Il trial). W

exam ne various suspect benefits bel ow %8

In a separate brief, petitioners’ counsel Sticht argues
for a “cashfl ow’ approach to the cal cul ation of the reduction
per cent age, which would bring the initial reduction percentage to
86.8 percent of petitioners’ aggregate deficiencies, additions,
and interest. Wthout closely follow ng the nechanics of
Sticht’s calculation, we reject the cashfl ow approach out of
hand. It conpletely disregards the tine value of noney
principles that underlie our Prelimnary Coments. See text
acconpanyi ng notes 38, 39, and 40, supra.

We al so note that, in the course of the evidentiary hearing
requi red by the D xon V nmandates, petitioners’ counsel O Donnel
and Jones filed notions for summary judgnment of “100-percent
di scount” as a sanction. W denied the notions and the notions
for reconsideration of our denials because of nunerous
out standing i ssues of material fact. Wth the conpletion of the
evidentiary hearing and i ssuance of our opinion herein, we now
regard petitioners’ notions to characterize the Thonpson
settlenment as a 100-percent reduction in the Kersting-rel ated
deficiencies as having been denied on the nerits.

8\WW¢ note that petitioners do not question the settlenent of

t he Thonpsons’ 1978 tax year, which was apparently the first year
for which the Thonpsons cl ai mred Kersting deductions. |In any

(continued. . .)
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2. The Thonpsons' Escape From Kersting
Liability with Respect to 1982

As di scussed earlier, the Thonpsons cl ai med Kersting (and
probably Bauspar) deductions on their 1982 return sufficient to
reduce their adjusted gross income of $99, 364 to $4, 336.
Respondent took no action with respect to that return, and the
general ly applicable 3-year period of limtations for the
Thonpsons’ 1982 tax year expired in May 1986. G ven the fact
that the Thonpsons did not retain DeCastro until Novenber 1986
respondent’s failure to act on the Thonpsons’ 1982 return before
the expiration of the 3-year period of limtations could not have
been part of the secret settlenent agreenent between DeCastro and
McWade.

Petitioners neverthel ess maintain that the Thonpsons’ escape
fromKersting liability with respect to 1982 is attributable to
t he DeCastro/ McWade agreenment. |In support of that argunent, they
point to DeCastro’s August 3, 1989 letter to MWade, which

states: “W have agreed that the total taxes due for all the open

years are $15,000 for 1980 and $15,000 for 1981.” (Enphasis
added.) Petitioners then argue that the Thonpsons’ 1982 tax year
was still fair gane at that time because M. Thonpson's fraud

rendered the statute of Iimtations inapplicable pursuant to

%8(...continued)
event, that settlenent was consummated in early to m d-1986
bef ore DeCastro cane on the scene.
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section 6501(c)(1). They argue that M. Thonpson was liable for
fraud because he had claimed Kersting deductions even though he
beli eved he woul dn’t have to pay the notes.
Petitioners’ arguments are farfetched. Allegations of fraud
are serious business. The grounds for asserting civil fraud were

succinctly explained in Wbb v. Conm ssioner, 394 F.2d 366, 377

(5th Cr. 1968) (quoting Carter v. Canpbell, 264 F.2d 930,

935-936 (5th Gir. 1959)), affg. T.C. Meno. 1966-81:

“Fraud inplies bad faith, intentional wongdoing and a
sinister notive. It is never inputed or presuned and
the court should not sustain findings of fraud upon

ci rcunst ances which at nost create only suspicion.

* * *  Negligence, whether slight or great, is not

equi valent to the fraud with intent to evade tax

named in the statute. The fraud nmeant is actual,

i ntenti onal wongdoing, and the intent required is the
specific purpose to evade a tax believed to be ow ng.
Mere negligence does not establish either. * * * 7

We anplified these requirenents in Fields v. Conm ssioner, T.C

Meno. 2002-320:

To succeed in the instant case, respondent nust
show t hat he had a reasonable basis for believing that
he could prove his allegation of petitioner’s fraud by
cl ear and convincing evidence. See, e.g., Rutana v.
Conm ssioner, 88 T.C. 1329, 1337-1338 (1987). More
particul arly, he nmust show that he had a reasonabl e
basis for believing that he could prove by clear and
convi ncing evidence that petitioner willfully intended
to evade a tax she believed to be ow ng.

In Fields, where we found that respondent |acked a reasonabl e
basis for asserting fraud, we awarded attorney’s fees to the

petitioner under section 7430. See al so Benson v. Conm SSioner,

T.C. Meno. 2004-272.
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When DeCastro wote to McWade confirm ng their deal,
respondent had not asserted fraud for any of the Thonpsons’
taxabl e years that were before the Court, in all three of which
t he Thonpsons had cl ai med substantial Kersting-rel ated
deductions. Respondent, in fact, has not asserted fraud charges
agai nst any of the test case or nontest case petitioners with
respect to Kersting deficiencies. Nor, for that matter, did
respondent even assert fraud charges agai nst Kersting hinself,
when respondent issued a deficiency notice to Kersting for his
failure to report nore than $11 mllion of fee income he received
over a 7-year period (1982-88) fromthe Kersting project

petitioners through his alter ego corporations. See Kersting v.

Conmi ssioner, T.C. Menp. 1999-197.

Nor do we believe the facts of the Thonpsons’ case woul d
support an assertion--much |ess a finding--of fraud agai nst M.
Thonmpson. Petitioners point to M. Thonpson's trial testinony,
in which he “adm tted that he had taken Kersting deductions while
believing the debt to which the deductions related would not have
to be repaid.” W believe this testinony is true and consi stent
with our findings in Dixon Il and Dixon IIl regarding the
Kersting shelters. W further believe this testinony falls far
short of denonstrating, by clear and convincing evidence, that,
by claimng the Kersting deductions, M. Thonpson specifically

intended to evade a tax known to be owing. Qur skepticismis
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based upon our perception that charging M. Thonpson with fraud
in these circunstances would attribute to M. Thonpson
substantially nore know edge of tax |aw than he ever had. When
his 1982 tax return was filed, M. Thonpson was a retired airline
pilot, who, like nore than 1,000 of his coll eagues duped by
Kersting, unw sely bought into a spurious tax shelter.
Petitioners apparently would have us accept the proposition that
M. Thonpson was famliar with the | aws governing the deduction
of interest paynents where there is sone question whether the
t axpayer involved is personally at risk

This Court had substantial opportunity to evaluate the
credibility of M. Thonpson, who testified for 2 days during the
evidentiary hearing mandated by DuFresne. W found no basis for
suspecting himof fraud; to the contrary, if he had engaged in
fraud, we doubt he would have admtted that he didn’t think he
was personally at risk on the Kersting notes. Instead, we
concluded that his testinony at the test case trial “was
truthful.”

More to the point, we believe M. Thonpson's true beliefs
are those shown by his letter to McWade dat ed Novenber 6, 1989.
In this letter, M. Thonpson expressed his anger and confusion at
the part he had been made to play by the nachinations of DeCastro
and Mc\Wade:

| received a check fromIRS in the amount of thirty
t housand dol | ars--($30,000). | endorsed this over to
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DeCastro Law Corp; this did not retire the billed

anmount. | amconpletely amazed at the billings we are
receiving. | amnow in receipt of additional billings
t hat exceed realistic anounts. |In fact the total cones

to sixty six thousand two hundred forty three and

66/ 100 dollars ($66,243.66). At sonme point | know a
reconciliation wll come. Luis [DeCastro] says don't
be concerned. | amvery concerned, | amthe one being
bi | | ed.

* * * * * * *

Most enphatically |I did not expect to be a channel
t hrough which IRS funneled funds to any law firm

Certainly not in this magnitude. | have the feeling at
this point that | amcorrect in this--the bill is to
[sic] much. | want to know the exact |egal position

occupy. We have been frustrated | ong enough. W w sh
to close this chapter

M. Thonpson’s reaction as displayed by this letter is not that
of awlling participant in a fraudul ent conspiracy; instead,
it’s the outrage of a mark who finally realizes he’s been a tool
i n sonebody el se’ s gane.

The two cases cited by petitioners reinforce our concl usion.

In Popkin v. Conmm ssioner, T.C. Menp. 1988-459, affd. w thout

publ i shed opinion 899 F.2d 21 (11th Cr. 1988), and Fried v.
Comm ssioner, T.C Menp. 1989-430, affd. 954 F.2d 730 (11th G

1992), the Conm ssioner determ ned fraud penalties agai nst tax
shelter pronoters who thensel ves had invested in four types of
tax shelters, involving books, novies, |ithographs, and coal
mning. This Court rejected the Comm ssioner’s fraud

determ nations in the book, novie, and |ithograph shelters. The

Court did, however, sustain the fraud penalties against the
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pronoters for their participation in the coal-mning shelters.
These concl usi ons were based upon their conplicity in backdating
docunents and failing to deliver prom ssory notes. Here, in
contrast, there is no evidence of M. Thonpson's engaging in any
backdating, failure to make delivery, or any other dishonesty
“upon which, in large part” we relied in finding fraud in Popkin
and Fri ed.

In sum there is not now, nor was there ever before, any
basis to assert fraud against M. Thonpson for 1982.
Accordingly, the period of limtations for that year expired in
May 1986. That being the case, the Thonpsons’ 1982 tax year was
not an open year to which DeCastro’s August 3, 1989, letter to
McWade coul d have applied. W find and hold that the Thonpsons’
1982 taxabl e year was not affected by, and was not part of, the

Thonpson settl enent. %

% In all likelihood, the Thonpsons’ 1982 tax year sinply
slipped through the cracks as a result of the haphazard operation
of the audit lottery. The record in these cases reveal s nunerous
ot her instances in which respondent failed to catch all the
taxabl e years of all the Kersting deductions clainmed by
participants in Kersting's shelters. For exanple, test case
petitioners Ri chard and Fiorella Hongserneier escaped audit for
their 1981 and 1982 taxabl e years, and respondent acknow edges
that the IRS “m ssed” the 1984 through 1986 taxabl e years of
ot her Kersting petitioners.
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3. The Thompsons’ 1983 Kersting Deficiency
and the Di sappearing Statutory Notice

Concerning the year 1983, matters are substantially
different. Unlike 1982, the Thonpsons’ 1983 tax return did not
slip through the cracks. Instead, respondent’s Fresno Service
Center had prepared a statutory notice of deficiency dated March
17, 1987, disallow ng Kersting deductions and asserting a
deficiency of $980. The statutory notice appears to have been
i ssued; notations in respondent’s adm nistrative records indicate
t hat respondent received an inquiry regarding that notice in My
1987. Nonethel ess, no petition on behalf of the Thonpsons was
filed in this Court regarding the deficiencies proposed for 1983.
Nor, noreover, did respondent assess or collect the deficiency
determined in the statutory notice. Instead, for reasons not
expl ai ned, respondent’s determ nation for 1983 was ignored, and
the year was allowed to | apse.

Early in 1987, when the Thonpson statutory notice of
deficiency for 1983 was being prepared, McWade and DeCastro were
actively involved in resolving the Thonpsons’ tax matters
pursuant to their original settlenent. In March 1987, MWade
provi ded a sweetener of the original settlenent that slightly
reduced the determ ned deficiencies for the years before the
Court to bring the reduction up to 20.55 percent. Additionally,
during the prior Decenber and January, he had hel ped process the

Thonpsons’ interest paynents for 1986.
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If there were an explanation for the apparent abandonnent of
assessnment and col l ection procedures well under way for the
Thonpsons’ 1983 taxabl e year, we woul d expect respondent to be
able to provide one, but he has not. Therefore, under the burden
of proof approach we have adopted, we hold that the Thonpsons’
escape froma $980 deficiency for 1983 was part of the Thonpson
settlenment, and that this anount should be included in the
denom nator for determ ning the percentage reduction in Kersting

deficiencies to be afforded all affected taxpayers before the

Court . %0
4. The Thonpsons’ 1983-85 Bauspar
Deduct i ons
The Thonpsons, |ike sonme ot her Kersting project

partici pants, apparently deducted substantial anmounts as hone
nortgage interest on their 1983-85 returns, on the basis of
paynments under the Bauspar programthat nay not have net the
requi renents for deductible honme nortgage interest. Wile
respondent concedes that the Thonpsons probably derived a benefit
from overstated Bauspar interest deductions for those years, the

preci se anount of that benefit is not readily ascertainable

89The | ast year for which the Thonpsons cl ai med Kersting
deductions was 1984. As discussed earlier, Revenue Agent Speers
ultimately disall owed the Thonpsons’ Kersting deductions for that
year ($7,740) in full, and the Thonpsons paid the resulting
deficiency of $1, 830.
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because the payees of clainmed nortgage interest are not
identified on the returns.

Al t hough the Thonpsons were audited by the I RS for each of
the 1983-85 years, no deficiencies were ever determ ned agai nst
themw th respect to the Bauspar program even though, as
respondent’s counsel O Neill reported: “There are sone ot her
docket ed cases where we have disallowed nortgage interest.” W
bel i eve that escapi ng Bauspar deficiencies was an inplied term of
t he Thonpson settlenent; while Sinms and McWade knew that the
Thonpsons had participated in the Bauspar program the settl enent
that they engi neered assured that no Bauspar deficiencies were
determ ned, assessed, or collected fromthe Thonpsons. Thus, in
t he absence of circunstances indicating that the Thonpsons’
escape from Bauspar-rel ated deficiencies was not engi neered by
Sinms or McWade, we concl ude that Bauspar relief was part of the
Thonpson settl enent. %t

Because the ampbunts of the Thonpsons’ Bauspar deductions are
i ncapabl e of determ nation with any precision, and because
respondent di sall owed Bauspar deductions only sporadically for a
smal | nunber of taxpayers, we deal with this aspect of the

Thonpson settl ement separately fromour determ nation of the

511n so holding, we do not retract our conclusion in D xon
1l that McWade and Sins lied in testifying that the final
Thonpson settl enent had the purpose and effect of giving the
Thonpsons refunds by way of carrybacks of anmounts they had | ost
by reason of their participation in Bauspar.
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percentage reduction in Kersting deficiencies that will apply to
all affected taxpayers. See infra Part I1.G 2.

5. The Thonpsons' Deduction of Prepaid
Interest on Their 1986 and 1987 Returns

1986

The Thonpsons pai d $25, 545 of deficiency interest on
Decenber 30, 1986.°% Because the Thonpsons’ adjusted gross
incone for 1986 was relatively low, they ultimately were able to
use only $16, 251 of deficiency interest as a deduction on their
1986 return. Petitioners maintain that respondent should have
di sal l owed that deduction in its entirety because the Thonpsons
did not pay the correspondi ng anount of the proposed deficiencies
in 1986.

Petitioners’ argunment requires us to exam ne the state of
the tax | aw as of Decenber 30, 1986. At that tinme, interest on
Federal incone tax deficiencies was treated as “personal
interest”, which was fully deductible by the taxpayer making the

paynent. See Robinson v. Conm ssioner, 119 T.C. 44, 54 (2002).

During 1986, however, the Internal Revenue Code was anended,
prospectively, to add a new section 163(h), which repealed the

deduction for personal interest. See TRA, Pub. L. 99-514, sec.

62Al t hough t he Thonpsons purported to pay $59, 545 of
deficiency interest on that date (and reported that anmount as
deficiency interest expense on Schedule A Item zed Deducti ons,
of their 1986 return), the larger of the two checks issued for
t hat purpose (in the anpunt of $34,000) was di shonored, and the
Thonpsons did not send a replacenent check until February 1987.
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511(b), 100 Stat. 2246. Under the provision, 1986 was the |ast
taxabl e year in which taxpayers coul d deduct 100 percent of such
personal interest. TRA sec. 511(e), 100 Stat. 2246. For the
next year, 1987, only 65 percent of personal interest was
deducti bl e, and the deduction for personal interest was phased
out entirely by the end of 1989. Sec. 163(h)(6).

In a news rel ease i ssued Cctober 23, 1986, the |IRS advi sed:
“Since under the Tax Reform Act of 1986 interest on nost tax
deficiencies of individual taxpayers will not be fully deductible
after 1986, taxpayers nmay wi sh to pay actual or contested
deficiencies now to obtain the full interest deduction on 1986
tax returns.” The news rel ease accordingly included, as an
attachnment, Announcenent 86-108 (Ann. 86-108), 1986-45 |.R B. 20,
whi ch provi ded gui dance to taxpayers wi shing to obtain the ful
deductibility of deficiency interest in 1986.

Under paragraph 4, “CGeneral Considerations”, Ann. 86-108
states: “In general, a taxpayer may not pay interest on a
contested deficiency w thout simultaneously paying, or agreeing
to pay, the underlying tax deficiency with respect to which the
interest is being paid.” The “Detailed Instructions” of Ann. 86-
108 describe two situations that arguably apply here. Respondent
argues that the Thonpsons’ situation was governed by section
C.1.b. (“Taxpayers Desiring to Settle Their Tax Court Cases”).

Under this provision a taxpayer whose case is pending before this
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Court and who “w shes to settle the case on sone other basis than
a full concession” is directed to contact respondent’s attorney
or Appeals officer to whomthe case is assigned. Then, “If a
settlenment is agreed to, the attorney or Appeals Oficer wll
prepare the appropriate decision docunent.” |1d.

In this case, when they prepaid their interest, the
Thonpsons (through DeCastro) had actually reached a settl enent of
their liabilities for 1979-1981 with McWade. MWade prepared the
appropriate deci sion docunents, and he and DeCastro both signed
t hose docunents, which reflected the settlenent and contai ned an
express wai ver of the restrictions against assessnent and
collection of the liabilities. Accordingly, as of Decenber 31,
1986, the Thonpsons had agreed to pay approxinately 80 percent of
the deficiencies originally determ ned against them and their
attorney had, in fact, executed decision docunents to that
effect. Under section C 1.b of Ann. 86-108, the Thonpsons’
agreenent appears to have qualified their paynent of deficiency
interest for full deductibility.

Petitioners argue that another provision of Ann. 86-108
applies. Section C 1.c. addresses “Taxpayers Desiring to Make a
Payment in 1986, Wiile Continuing to Contest the Asserted
Deficiency in Tax Court”. That provision directs that, in order
to obtain an interest deduction for paynent nmade in 1986 while

continuing to litigate before the Tax Court, the taxpayer nust
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si mul taneously pay the anount of the contested tax deficiency to
which the interest being paid is attributable. Petitioners note
that the agreement between DeCastro and McWade permtted the
Thonpsons to receive the better of their settlenment agreenent or
the result of the Tax Court proceedings. Accordingly,
petitioners argue, the Thonpsons were, in effect, continuing to
contest the determned deficiencies in this Court wthin the
scope of Ann. 86-108, sec. C.1l.c. Petitioners therefore maintain
t hat because the Thonpsons prepaid only the interest and none of
the contested tax deficiencies, the Thonpsons were not entitled,
under Ann. 86-108 section C.1.c., to deduct the interest.

In Perkins v. Conmm ssioner, 92 T.C 749 (1989), a reviewed

opinion with no dissents, this Court held that a paynent
designated as accrued interest nmade after a notice of deficiency
has been issued is deductible in the year paid, even though the
underlying tax has not been paid. See also Preble v.

Comm ssioner, T.C Meno. 1989-208. W based our holding on two

provi sions of the Internal Revenue Code: Section 163(a), which
permts a deduction of interest without requiring that the
underlying obligation be paid, and section 461(f), which permts
a deduction of interest in the year in which it is paid, even

t hough the taxpayer’s liability for the underlying debt is
contested. W concluded that the revenue procedure upon which

section C.1.c. of Ann. 86-108 is based had inposed “an
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unwarranted restriction” by requiring paynent of the obligation.

Perki ns v. Conm ssioner, supra at 760.

Petitioners argue that we rejected respondent’s restrictions
on the deductibility of interest on contested deficiencies well
after the Thonpsons had deducted such interest. At that tine,

t hey argue, section C.1.c. of Ann. 86-108 operated to deny the
cl ai med deduction. Petitioners’ argunent, in sum is that
respondent shoul d have disall owed the Thonpsons’ 1986 interest
deduction under an incorrect legal theory. Petitioners
essentially ask that we include in the denom nator of the
settlenment fraction a tax benefit to which the Thonpsons were
already entitled under a correct application of the law. W
decline to do so, regardl ess of whether McWade played any part in
respondent’ s all owance of the deduction.

1987

The Thonpsons reported deficiency interest expense of
$42,945 on Schedule A of their 1987 return and deducted 65
percent of that amount ($27,914). See supra note 14. The
cl ai mred deduction appears to derive from Poltash’s m sgui ded
attenpt to carry over the unused portion of the $59, 545 of
deficiency interest expense reported on Schedule A of the
Thonpsons’ 1986 return. See supra note 15. Such a deduction was

i nproper; the Internal Revenue Code did not and does not permt
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the carryover of an individual cash-basis taxpayer’s unused
personal interest deduction fromone year to the next.

The Thonpsons did, however, make a valid paynent of interest
early in 1987, when they issued a valid check for $34,340 to
repl ace the di shonored check they had mail ed the previous year
(the extra $340 was a bad check charge). As cash-basis
t axpayers, and under the | aw applicable for 1987, they would have
been permitted to deduct 65 percent of that anount, or $22, 100,
as personal interest. This valid deduction would have been
$5,814 less than the $27,914 actually clainmed and used as an
interest deduction on their 1987 return. |If the $5,814 excess
amount deducted were added back to their taxable incone for 1987,
t he Thonpsons’ tax liability would have been increased by $1, 624.

Accordingly, we conclude that for their taxable year 1987
t he Thonpsons received a nodest tax benefit during the tine
McWade and DeCastro were colluding to reduce the Thonpsons’ tax
l[iabilities. There is no evidence that Mc\Wade directly
intervened to cause this excess deduction, but there is evidence
that he took an active role in seeing that the prepaid interest
was posted in time to permt full deduction in 1986. W concl ude
that the excess deduction of personal interest in 1987 is
i nproper and not one that woul d have been extended to other
affected taxpayers. Thus, while it is unclear that MWade

undert ook any action to secure the inproper deduction, it is also
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uncl ear that he did not, and he had the access and ability to do
so. |In accordance with the burden of proof we have inposed upon
respondent, and in the absence of circunstances show ng that the
Thonpsons’ excess interest deduction for 1987 was not engi neered
with the collusion of respondent’s counsel, we find that this
benefit was part of the Thonpson settlenent. W shall add the
$1, 624 tax benefit to the denom nator of the fraction that will
determ ne the percentage reduction in Kersting deficiencies to be
afforded all affected taxpayers.

6. The Thompsons' Attorney’'s Fee
Deduction for 1993

On their 1993 tax return, the Thonpsons deducted the
addi ti onal $51,000 of legal fees paid in that year to DeCastro.
Petitioners nmaintain that the deduction of legal fees paid to
DeCastro was inproper, and that the anpbunts so deducted shoul d be
included in the Thonpson settlenent. W disagree.

Section 212(3) allows the deduction of |egal fees paid or
incurred “in connection with the determ nation, collection, or
refund of any tax.” Regulations further provide that “expenses
paid or incurred by a taxpayer for tax counsel or expenses paid
or incurred in connection with the preparation of his tax returns
or in connection with any proceedings involved in determ ning the
extent of tax liability or in contesting his tax liability are

deductible.” Sec. 1.212-1(l), Income Tax Regs.
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DeCastro obviously represented the Thonpsons in “proceedi ngs
involved in determning the extent of tax liability or in
contesting * * * tax liability.” The Thonpsons hired himto
resolve their tax problenms. He did so, not only by negotiating
the settlenments with McWade but al so by appearing on behal f of
the Thonpsons at the trial of the test cases in 1989.
Additionally, after respondent had di scovered and di scl osed the
m sconduct of respondent’s counsel, DeCastro successfully
enforced the terns of the new settlenent, over respondent’s
objections, in the Tax Court. The Thonpsons’ paynments to
DeCastro clearly satisfy the definition of deductible |egal fees.

Petitioners conplain that, in view of DeCastro’s fraudul ent
deal with McWade, DeCastro’s legal fees fail to neet the
statutory requirenent that they be “ordinary and necessary”
expenses of the Thonpsons. Petitioners’ conplaint ignores the

Suprene Court’s holding in Comm ssioner v. Tellier, 383 U S. 687

(1966), that |egal fees otherw se qualifying as ordinary and
necessary expenses are deductible without regard to public policy
obj ections. Although DeCastro appears to have participated in
the fraud on the court, his fees remain deductible for tax

pur poses; the basic proposition is that “the federal incone tax
is a tax on net incone, not a sanction against wongdoing.” 1d.
at 691. Moreover, “Wth respect to deductions, the basic rule,

with only a fewlimted and well-defined exceptions, is the
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sane.”® 1d. W conclude that the Thonpsons’ paynents of
DeCastro’s |l egal fees generated al |l owabl e deducti ons that were
not a part of the inproper tax benefits provided by the Thonpson
settl enment.

7. The Thompsons' Failure To Report
Tax Benefit I ncone for 1993

While we agree with respondent that the Thonpsons were
entitled to deduct the attorney’'s fees paid to DeCastro in 1993,
we agree with petitioners that the Thonpsons’ 1993 return is
incorrect in a different respect: it does not reflect the
Thonpsons’ realization of incone under the tax benefit rule.
Recal | that the Thonpsons deducted $44, 165 of deficiency interest
expense for 1986-1987 ($16,251 for 1986 and $27,914 for 1987) as
a result of their interest prepaynents for the deficiency years
1979-1981. This Court’s order and decision of August 26, 1992,
whi ch hel d respondent to the ternms of the Thonpson settl enent,
resulted in the Thonpsons’ ultinmately paying only $27,506 in
interest for those years.

This situation should have resulted in application of the
tax benefit rule. The tax benefit rule is a judicially created
principle that serves to renedy certain disparities inherent in

t he use of an annual accounting systemfor the reporting of

83The statutory exceptions, none of which applies here, are
contained in sec. 162(c), (f), and (g). See sec. 1.212-1(p),
| ncome Tax Regs.
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Federal incone taxes. Hillsboro Natl. Bank v. Comm ssioner, 460

U S 370, 377 (1983). The tax benefit rule rectifies the
inequity that results when a deduction is taken during one
taxabl e year and | ater events show that the deducti on woul d not
have been allowable if all relevant facts had been known at the
tinme of the deduction. 1d. at 383-384. |In operation, the tax
benefit rule requires the taxpayer to recogni ze the anmount so
deducted as incone in the year of the later, inconsistent event.
The anobunt the taxpayer must include in incone, however, is
limted to the anbunt of the deduction that provided a tax

benefit for the prior year. E. g., Rojas v. Conm ssioner, 90 T.C.

1090, 1097 (1988), affd. 901 F.2d 810 (9th G r. 1990). In the
case at hand, the excess of the $44,165 deducted over the $27, 506
actually paid as interest is $16,659. The inconsistent event
occurred in January 1993, when respondent assessed only $27, 506
of interest with respect to the Thonpsons’ 1980 and 1981 t ax
years on the basis of the decisions entered by the Tax Court in
August 1992. Respondent in effect refunded the excess $16,659 to
t he Thonpsons by applying it as a credit toward their $15, 000
deficiencies for each of 1980 and 1981. The Thonpsons thus had a
“tax benefit” of $16,659 in 1993 that they failed to report on
their return for that year.

Al t hough the Thonpsons’ failure to include income under the

tax benefit rule was erroneous, it did not result fromthe
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intervention of respondent’s attorneys. To the contrary, by the
time the Thonpsons filed their 1993 inconme tax return, many
attorneys in respondent’s O fice of Chief Counsel, at the |ocal,
regional, and national |evels, were seeking to control the danage
caused by McWade’'s preferential treatnment of the Thonpsons for
the years 1979-1981. The m sconduct was al so before the Court of
Appeal s in the DuFresne appeal. MWde had retired fromthe IRS
and Sins had been disciplined by respondent’s Regi onal Counsel.
Responsibility for the Kersting project cases had been
transferred to Donbrowski and O Neill. The sources of the
m sconduct in the handling of the Thonpsons’ tax matters had been
effectively renoved.

Donmbr owski, who was assigned McWade’s duties with respect to
the test cases, did not engage in or perpetuate any m sconduct.
He instead found hinself faced with DeCastro’s apparently valid
request for a refund of interest accruing on the paynents the
Thonpsons had paid for their 1979-1981 taxable years. Donbrowski
approved that refund only after obtaining the approval of his
superior in the Regional Ofice and only after having sone of
respondent’ s experienced enpl oyees doubl echeck his figures.

During his testinony, Donbrowski did not recall whether he
had told DeCastro about the incone tax ramfications of the
refund under the tax benefit rule, but it was not his duty to do

so. Donbrowski’s approval of a refund of interest and
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deficiencies was a result of his assignnent to take over McWade’s
duties for the Thonpsons’ taxable years 1979-1981 that were
before the Court and that had been affected by the m sconduct of
McWade and Sins. There is no basis for finding that Donbrowski
had an affirmative obligation to demand, or intervene in, any
audit of the Thonpsons’ 1993 return as subsequently filed in
1994. To the contrary, any errors of om ssion or commssion in
failing to report the Thonpsons’ tax benefit income were the
responsi bility of Poltash, their tax accountant, and DeCastr o,
their tax attorney. W therefore conclude that respondent’s
failure to ensure that the Thonpsons reported tax benefit incone
on their 1993 return (and respondent’s subsequent failure to
adj ust the return accordingly) was not part of the Thonpson
settl enent.

8. Paynent of Wtness Fees to M. Thonpson

Petitioners urge that the Thonpson settlenment includes
respondent’s paynent of witness fees and mleage to M. Thonpson,
who testified in January 1989 at the trial before Judge CGoffe in
response to a subpoena i ssued by respondent. W have noted that
respondent subpoenaed all the test case petitioners and al so paid
M. Cravens’s witness fees. W have also noted that there is no

record evidence regardi ng any requests for reinbursenent of
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wi tness fees on behalf of any other test case petitioner.% Such
requests woul d have been required in order to obtain
rei nbursenent, inasnmuch as Rule 148(b) in effect provides that
the Comm ssioner, unlike a private party, is not required to
tender fees and mleage in order to issue a valid subpoena.

On the basis of this record, we do not believe respondent’s
paynment of Thonpson’s witness fees and expenses was a benefit
t hat was unavail able to the other petitioners who testified at
the trial of the test cases. Accordingly, we conclude that such
paynment was not part of the Thonpson settlenent. Having so
concluded, there is no need to reach petitioners’ argunent that
t he paynent of Thonpson’'s fees was a benefit that should be given
effect by subtracting it fromthe nunerator of the settl enent
fraction rather than adding it to the denom nator.

9. Rel ease of Lien on the Thonpsons’
Property and O her Intangible Benefits

On February 8, 1982, respondent had filed a notice of
Federal tax lien for the unpaid bal ance due of $23,385.78 for the

Thonpsons’ taxabl e year 1978, which did not involve the

%4Rul e 148(a) states: “Any w tness summoned to a hearing or
trial, or whose deposition is taken, shall receive the sane fees
and mleage as witnesses in the United States District Courts.”
Rul e 148(b) refers to sec. 7457(b) (1), which provides in turn:
“I'n the case of witnesses for the Secretary, such paynents [of
fees, m | eage and expenses] shall be made by the Secretary out of
any noneys appropriated for the collection of internal revenue
t axes”.
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di sal |l owance of any Kersting deductions. As detailed in
respondent’s records, the Thonpsons nmade a nunber of paynents on
the liability, which was finally satisfied in Septenber 1987.
Under section 6325(a)(1), the IRS was required to issue a
certificate of release of lien within 30 days (in this case, by
Cctober 7, 1987). This was not done in a tinely fashion. The
lien was rel eased, however, follow ng a neeting between DeCastro
and McWade in Hawaii late in 1988 at the tine of Kersting' s
deposition. Again, although this relief may have been brought
about by McWade's efforts, it was not a tax advantage that would
not have been available to other simlarly situated taxpayers.
The Thonpsons were entitled to have the lien rel eased by
operation of section 6325(a). W believe that an inquiry by any
ot her taxpayer’s representative would have produced the sane
relief. W conclude that the release of the Iien was not a part
of the Thonpson settl enent.

Petitioners argue that the Thonpsons received ot her
“intangi bl e benefits”, including not only “assistance with
getting the tax lien released fromtheir house”, but also “use of
the test-case trial as a platformfor defendi ng agai nst Henry
Kersting, and avoiding the collection, litigation, disillusion
and anxi ety that have been experienced by the other taxpayers.”
They concede that, in terns of inposing sanctions, “it does not

seem possi bl e to confer those benefits on other taxpayers.” They
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urge, however, that such benefits be deened “ballast” in weighing
the sanctions to be inposed.

We believe that, in responding as we have to the mandates of
the Court of Appeals, we have accounted for the problens faced by
the other affected taxpayers. W are painfully aware, as the
Court of Appeals for the Ninth Crcuit has observed, that
“Enornous anounts of tine and judicial resources have been
wast ed” and further that the “taxpayers should not be forced to

endure another trial”. Di xon v. Commi ssioner, 316 F.3d at 1047.

We further recognize the urgent need to “equitably resolve this
situation” to the best of our abilities. 1d. Despite our
rejection of any notion of “ballast” as an inperm ssible
invitation to fix danmages agai nst respondent, we are confident
that our inplementation of the mandates, in conjunction with
respondent’s concession cutting short the accrual of interest on
deficiencies, see infra Part |11, wll provide substantial relief
to all affected taxpayers.

F. The Percentage Reduction Summari zed

To sunmari ze our hol di ngs above, we shall direct that the
Kersting-rel ated deficiencies® for each of the affected
taxpayers are to be reduced by a factor of 63.37 percent; that

is, affected taxpayers will have to pay 36.63 percent of the

We do not include in that termdeficiencies relating to
Bauspar. See infra Part I1.G 2.
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anounts of tax they would have had to pay. W have cal cul ated
the reduction percentage as foll ows:

The numerator is $30,000, representing the total
deficiencies paid by the Thonpsons for the taxable years before
the Court, that is, their taxable years 1979-1981.

The denominator is initially $79,294, representing the total
deficiencies that respondent asserted agai nst the Thonpsons for
their 1979-1981 taxable years. To this sum we add $980,
representing the deficiency the Thonpsons escaped paying for the
year 1983 by virtue of respondent’s unexplained failure to foll ow
up on the statutory notice of deficiency for that year. W also
add $1,624 to the denom nator, which represents the Thonpsons’
tax savings attributable to respondent’s allowance of a 1987
personal interest deduction that was overstated by $5,814
($27,914 - $22,100). The total denom nator is thus $81, 898.

$30, 000/ $81, 898 = 36.63%

G Addi tional Relief

1. Eli m nati on of Non-Kersting Additions

Al though the parties’ stipulation of settled issues can be
read as limting penalty relief to Kersting-related additions,
see supra Part 11.B., respondent does not dispute that
i npl ementation of the Court of Appeals’ nandates includes the
elimnation of all penalties and additions, including non-

Kersting-related itens such as late filing additions. W agree
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and so hold. It seens especially incongruous to inpose an
addition for a few nonths’ delay in filing a return at this tineg,
when 25 years have passed since that delay occurred. Al
af fected taxpayers are to be relieved of all penalties and
additions to tax that were determned in their statutory notices
of deficiency, not just Kersting-related itens such as negligence
addi ti ons.

2. Al | owance of Bauspar Deducti ons

We concl uded earlier that Bauspar relief was part of the
Thonpson settlenent. See supra Part I1.E. 4. Mbreover,
respondent’s anal ysis of the Bauspar programindi cates that at
| east sonme of the alleged nortgage paynents nmade to Bauspar by
its borrowers would qualify for nortgage interest deductions; as
respondent’ s counsel Henry O Neill (O Neill) observed: “real
dollars are involved”. Accordingly, we shall direct that any
di sal | oned deductions relating to Bauspar are to be treated as
val id deductions with respect to those taxpayers who may have
claimed them That's the way Bauspar played out for the
Thonmpsons, and so should it be for the other taxpayers before the
Court agai nst whom Bauspar-rel ated deficienci es have been
det er m ned.

3. Eli m nati on of Non-Kersting Deficiencies

Respondent indicates that perhaps 100 of the affected

t axpayers have non-Kersting-related itens in the deficiencies
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determ ned against them W see no reason to treat those non-
Kersting deficiencies differently fromnon-Kersting additions.
As wth those additions, the resolution of non-Kersting issues
has been del ayed much too long. Rule 142(a), as in effect during
the years at issue, would inpose upon those petitioners the
burden of proving those deficiencies to be erroneous. W think
it would be inherently unfair to inpose upon themthe risks that
menori es have faded and records have been | ost or destroyed
during the long delay in resolution of the Kersting issues, a
delay primarily caused by the m sconduct of respondent’s
attorneys. Moreover, we suspect that the non-Kersting issues are
relatively mnor when conpared to the Kersting-rel ated deducti ons
that are at issue in all these cases. W therefore direct that
all non-Kersting-related deficiencies determned in the notices
of deficiency for all affected taxpayers with taxable years stil
before this Court be elimnated.

4. Attorney’s Fees

We further recall that respondent made the sonewhat enpty
concession that the other affected Kersting petitioners should be
rei nbursed for any attorney’s fees they incurred during the trial
of the test cases before Judge Goffe. The concession is illusory
because, as respondent acknow edges, such fees were incurred and

paid by Kersting hinself, not by the affected petitioners.
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Respondent’s facil e concession gives us occasion to observe
that the Court will address the matter of attorney’s fees for
petitioners’ prosecution of these cases on appeal, as well as
petitioners’ attorney’' s fees for the conduct of the postnmandate
evidentiary hearing, in separate opinions and orders.

I[11. Interest on Deficiencies and Overpaynents

Respondent has conceded that the accrual of interest on
t axpayer deficiencies ultimtely determ ned by this Court should
be tolled as of June 1992, in accordance with the then Chief
Counsel ’s public announcenent on January 21, 2003. Petitioners,
however, maintain that the accrual of interest on any
deficiencies that remain after application of the Thonpson
settl enment should be halted as of Decenber 31, 1986--the date by
whi ch, petitioners maintain, the fraudul ent McWade-DeCastro
agreenent was first entered into.

The protracted nature of these proceedi ngs has exagger at ed
the i npact of interest upon anpbunts that are owed by (or owed to)
the affected taxpayers. Inforned by this realization, at a
status conference held in these cases on August 19, 2003, the
Court asked respondent to conpare the fiscal consequences of
characterizing the Thonpson settlenent as (i) a 20-percent
reduction in the deficiencies determ ned by respondent, (ii) a

62- percent reduction, or (iii) an 80-percent reduction, with
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interest accruals termnated as of (a) June 1, 1992, and (b)
Decenber 31, 1986. ¢
Respondent produced figures that woul d approxi mate the
overall fiscal consequences in the scenarios described above.
Respondent further calculated that, if interest on the aggregate
deficiencies were allowed to accrue unabated, it would anmount to

alnost 6 tinmes the anpbunt of the deficiencies:

Defi ci enci es $ 27,442,000
I nterest through 12/31/05 155, 078, 215
Tot al 182, 520, 215

Respondent cal culates that, in the case of a hypothetical
petitioner who owes $10,000 as a result of Kersting deductions
clainmed for the taxable year 1980, the accrued interest payable
at the end of cal endar year 2005 woul d have been $86, 336, 02.

For taxpayers who prepaid the deficiencies determ ned
against them the results would be simlarly substantial, but in
their favor. For exanple, we have considered the effect of a 62-
percent reduction in deficiencies on a hypothetical petitioner

who had prepaid a deficiency for 1980 of $10,000. Cur

660On Sept. 17, 2003, Sticht, counsel for sone of the nontest
case petitioners, filed a notion to strike respondent’s interest
estimates. The Court held that notion in abeyance, w thout
exam ning the estimates, until Nov. 16, 2004, when it entered an
order denying Sticht’s notion. W are aware of no authority
indicating that the Court may not be aware of the financial
consequences of the sanction it is being asked to order at the
conclusion of the case before it. 1In the final analysis,
however, in determ ning the sanctions to be inposed under the
mandat es, the Court has not been influenced by respondent’s
proj ections.
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calculations indicate that, in addition to a $6,200 refund of
tax, respondent woul d owe that taxpayer $59,728 of interest as of
the cl ose of cal endar year 2005.

It is basic that accrued interest will vary dependi ng upon
t he anobunt owed, the tine the anmount has been owi ng, and the
rates at which the interest accrues. The parties differ not only
over the anopunt owed, that is, the anount of the deficiencies,
but also the tinme the deficiencies should be deened to have been
outstandi ng (there does appear to be a consensus, with which the
Court agrees, that the applicable rates of interest are those
prescribed pursuant to section 6621 and set forth nost recently
in Rev. Rul. 2005-62, 2005-38 |I.R B. 557, which adopts the tables
provided in Rev Proc. 95-17, 1995-1 C B. 556).

| nasnmuch as this Court is a court of limted jurisdiction,
we may exercise jurisdiction only to the extent expressly

aut hori zed by statute. Sec. 7442; Judge v. Conm ssioner, 88 T.C

1175, 1180-1181 (1987); Naftel v. Conmm ssioner, 85 T.C 527, 529

(1985). Wiile this Court has jurisdiction to determ ne
deficiencies in tax pursuant to section 6214, it is well settled
that such jurisdiction generally does not extend to statutory

i nterest inposed under section 6601. See Bax v. Conm ssioner, 13

F.3d 54, 56-57 (2d Gr. 1993); Pen Coal Corp. v. Conm ssioner,

107 T.C. 249, 255 (1996); LTV Corp. v. Conm ssioner, 64 T.C. 589,

597 (1975); see also Betz v. Conm ssioner, 90 T.C. 816, 823
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(1988); Asciutto v. Conm ssioner, T.C Meno. 1992-564, affd. 26

F.3d 108 (9th Cr. 1994). Section 6601(e)(1) expressly provides
that interest prescribed by section 6601 is treated as tax
“except [for purposes of] subchapter B of chapter 63, relating to
deficiency procedures”. Because this exception excludes interest

fromthe definition of “tax” for purposes of section 6211(a)
(defining the term“deficiency”), it follows that such interest
is not treated as part of the underlying deficiency. See Wite

v. Comm ssioner, 95 T.C 209, 213 (1990).

In contrast, as we recognized in Lincir v. Conm ssioner, 115

T.C. 293, 298 (2000), affd. 32 Fed. Appx. 278 (9th Cr. 2002),
section 6601(e) does not curtail our jurisdiction over interest
on overpaynents of taxes. Instead, the Court does have
jurisdiction to redeterm ne statutory interest where a taxpayer
has properly invoked the Court’s overpaynent jurisdiction
pursuant to section 6512. The cases before the Court, however,
i nvol ve both interest owed by petitioners on deficiencies, over
whi ch we arguably lack jurisdiction, and interest owed by
respondent on overpaynents, over which we clearly have
jurisdiction.

Thi s possible divergence in our jurisdictional authority has
the potential, at least, for interfering with our execution of

the mandates of the Court of Appeals, which, we believe, require



- 133 -
relief not only to taxpayers to whom respondent owes interest,
but also to taxpayers who owe interest to respondent. %’
We are given further pause by the holding of the Suprene

Court in Conm ssioner v. MCoy, 484 U S. 3 (1987). In MCoy, the

Court of Appeals for the Sixth Crcuit issued an unpublished
order followng its affirmance--809 F.3d 333 (6th Gr. 1987),
affg. T.C. Meno. 1985-509--of the Tax Court’s denial of special
use estate tax valuation. 1In its order, the Court of Appeals had
granted the taxpayer’s request for relief frominterest and
penal ti es, which “now exceed the assessed tax” and ordered the
Tax Court to forgive the interest and penalties “in order to
achieve a fair and just result.” |d. at 5-6. 1In a per curiam
opi nion, Justice Marshall dissenting, the Suprenme Court held that
the Court of Appeals had exceeded its jurisdiction in ordering
the Tax Court to forgive interest on the determ ned deficiency in
estate tax and to forgive the statutorily inposed | ate paynent

penalty. In so doing, the Suprene Court observed:

8"The Court is concerned about the parties’ stipulation
filed on June 22, 2005, wherein they apparently seek to renove
fromthis Court’s consideration the issue of whether any
remttance by an affected taxpayer is an (interest bearing)
advance paynent or a (non-interest bearing) cash bond. This
Court is not bound by such stipulation. W believe the mandates
of the Court of Appeals require that interest be paid to al
af fected taxpayers who nade remttances with respect to Kersting
deficiencies, as was the case wth the Thonpsons. |nasnuch as we
have jurisdiction over interest on overpaynents, we shall direct
respondent to conpute and pay such interest to all affected
t axpayers who made remttances wth respect to the deficiencies
t hat had been determ ned agai nst them
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Plainly, the court of appeals |acks jurisdiction to

deci de an issue that was not the subject of the Tax

Court proceeding or to grant relief that is beyond the

powers of the Tax Court itself. [ld. at 6.]
We concl ude our discussion of McCoy by noting, as does
respondent, that the Suprenme Court, in overruling the forgiveness
of a generally applicable statutory interest accrual on
deficienci es under section 6601 by the Court of Appeals for the
Sixth Grcuit, had no occasion to address a court’s inherent

authority to inpose sanctions in a case of Government m sconduct.

Moreover, in Estate of Branson v. Commi ssioner, 264 F.3d 904

(9th Cr. 2001), the Court of Appeals for the Ninth Grcuit
adopt ed an expansive view of the Tax Court’s equitable or
i nherent powers. The court stated:

“the Tax Court exercises its judicial power in nuch the
sane way as the federal district courts exercise
theirs.” Freytag v. Conm ssioner of Internal Revenue,
501 U. S. 868, 891, 111 S.Ct. 2631, 115 L.Ed.2d 764
(1991). This includes the authority to apply the ful
range of equitable principles generally granted to
courts that possess judicial powers. “Even if the Tax
Court does not have far-reaching general equitable
powers, it can apply equitable principles and exercise
equitable powers within its own jurisdictional
conpetence.” Estate of Ashman v. Commi ssioner of

I nternal Revenue, 231 F.3d 541, 545 (9th Cr. 2000);
See also Kelley [v. Conmi ssioner], 45 F.3d [348] at 352
[(9th Cir. 1995)] (Tax Court has equitable power to

ref orm agreenents between taxpayer and |IRS); Buchine v.
Commi ssioner of Internal Revenue Service, 20 F.3d 173,
178 (5th Cr. 1994) (holding that the Tax Court had the
authority to apply the “equitable principle of
reformation to a case over which it had jurisdiction”).
[1d. at 908-909.]
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It would appear that, in issuing its opinion and mandates in
D xon V, the Court of Appeals for the Ninth Crcuit, consistent

with its opinion in Conm ssioner v. Branson, supra, adopted the

view that the Tax Court had and has equitable power to resolve
the situation then before it, and now before us.

More to the point, we regard respondent’s concession not to
collect interest on deficiencies that woul d ot herw se accrue
beyond June 1992 as an appropriately targeted response to the
consequences of his fornmer attorneys’ fraud on the court, which
caused substantial delay in the resolution of the Kersting
proj ect cases.® W have respondent’s assurance that he wll
give effect to the concession; we are satisfied he will do so.
Mor eover, in accepting and endorsi ng respondent’s concession, we
need not and do not reach petitioners’ argunent that the Tax
Court has the power and obligation to abate or cancel interest on

deficiencies as of an earlier date.?®

580On May 14, 1992, test case petitioners D xon, DuFresne,

Young, and Hongsernei er had al ready appealed their test cases,
before the m sconduct of respondent’s attorneys was di scovered
and disclosed. It is reasonable to assune that the conduct of

t heir appeals woul d have caused a delay of at least 1 or 2 years
before the Kersting project test cases would have been finally
deci ded, even if there had been no such m sconduct. In these

ci rcunst ances, we would not be inclined, even if our power to do
so were clear, to cancel or abate interest as of an earlier date
t han respondent has conceded.

' n any event, we reject petitioners’ citation and
di scussion of United States v. Verdugo-Urquidez, 856 F.2d 1214,
1231 (9th Gr. 1988) (wallace, J., dissenting), revd. 494 U.S.
(continued. . .)
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In the unlikely event respondent fails to give effect to the
concession (or if there is a dispute about how the concession is
to be applied), there will be tine enough to consider whether and
how to address the matter in a collection action or other
appropriate proceedi ng.

To give effect to the foregoing,

Deci sions will be entered

under Rul e 155.

89(...conti nued)
259 (1990) and Riggs v. Palner, 22 N.E. 188, 190 (N. Y. App. C
App. 1889), as authorizing (or even suggesting) the proposition
that accrual of interest on Kersting-related deficiencies as
t hey have been reduced by our application of the nmandates shoul d
cease as of Dec. 31, 1986, the date petitioners argue the fraud
comenced.

Petitioners also argue that interest should not continue to
accrue beyond Dec. 31, 1986, because the result of the final
settlenent arrived at in 1989 was to convert the interest
paynents made by the Thonpsons as of Dec. 31, 1986, into paynents
of tax that satisfied their agreed tax liabilities and stopped
any further accrual of interest against them It suffices to
poi nt out that the Thonpsons made the necessary paynents around
the end of 1986. Those petitioners who remain in a deficiency/
under paynent posture under the mandates nmade no such paynents,
and interest on their reduced deficiencies therefore continued to
accrue until the effective date of respondent’s concession.



